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Latin America: Laboratory of 


American Foreign Policy in 


the Nineteen-twenties 


By William Appleman Wilhams* 


Surface indicators are a poor guide to the diplomacy of the 
Nineteen-Twenties. Widespread and persistent use of the words 
normalcy and isolationism to describe the period has done much 
to create and perpetuate a misunderstanding of the decade. For 
although the word, a product of his indifferent pronunciation 
of the correct term normality, does much to characterize Presi- 
dent Warren G. Harding, it is not appropriate for other leaders 
of the era. Whether or not one agrees with them, it is hardly 
accurate to describe such individuals as Herbert Hoover and 
Henry L. Stimson, Henry Ford and Owen D. Young, F. Scott 
Fitzgerald and Ernest Hemingway, or Senators William E. 
Borah and Robert M. La Follette as “conforming to the stand- 
ard or the common type’’—the dictionary meaning of normal. 
Nor can the economic, political, and social movements and devel- 
opments with which we link these men be characterized as run 
of the mill. The fact is that the decade of the Twenties was 
filled with remarkable personalities, unique events, and upset- 
ting ideas. 


Domestic activity of this kind did draw some public attention 
away from the rest of the world, where it had been focused 
during the years of the war. But such a comparison is mislead- 
ing, for the correlation of a period of peace with years of war 
cannot produce anything but a marked contrast. A more helpful 
parallel may be constructed by placing the years 1905 to 1915 


* Department of History, University of Oregon. 
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alongside the decade of the Twenties. By 1905 the excitement 
over the Spanish-American War and the following imperialism 
had died down, and people turned their attention to the Muck- 
rakers and the rise of the Progressive Party. Yet during those 
same years various economic groups worked hard to extend their 
activities in Latin America and Asia. And with such men as 
Presidents Taft and Roosevelt, and Secretaries of State Elihu 
Root and Philander C. Knox taking the lead, the government 
provided all the help it could. Roosevelt constantly complained 
that the public would not give him vigorous enough support in 
these efforts, but very few observers have characterized those 
years as a decade of isolation. 

Like Theodore Roosevelt before him, Herbert Hoover fretted 
about the isolationism of the people, but went right on with 
the business of giving assistance to economic organizations that 
wanted the government to aid them in foreign expansion. Hoover 
was wrong, moreover, about the public’s lack of interest. His 
policies, and those of Secretaries Charles Evans Hughes, Frank 
B. Kellogg, and Henry L. Stimson, were the subject of contro- 
versy throughout the era. One of the most remarked about 


features of the way in which Hughes ran the Department of 
State was the frequency and thoroughness of his press confer- 
ences, an attitude which reflected the widespread interest and 
concern with the problems of foreign policy. 


Newspapers were filled with information and opinion about 
American foreign relations. Citizen’s study groups probed pol- 
icies and made recommendations. Senators debated the problems 
of international economics, military and naval strength, and 
treaties with an intensity and persistence that reflected the fact 
of Washington’s world power. And the government itself ini- 
tiated or participated in enough major international conferences 
between 1920 and 1932 to last at least half a century at the 
rate of the years 1905 to 1915. 


Central to this active diplomacy was American policy toward 
Latin America. Even before the American Revolution this area 
had been of special concern to American economic interests and 
government leaders. And with the enunciation of the Monroe 
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Doctrine, Latin America became the formal laboratory of Amer- 
ican foreign policy. Sprawling south from the Rio Grande 
River to the Straits of Magellan, this rich and promising land 
became a region in which markets were found, capital invested, 
and sources of raw materials developed. Responding to the 
advice, requests and demands from those engaged in such activi- 
ties; concerned with the military security of the Panama Canal, 
the Mississippi Valley, and the Southwest; and having to deal 
with the reactions of the Latin American nations; the govern- 
ment of the United States found it necessary and convenient to 
develop new policies (or modify older practices) on the basis 
of the exigencies and the experience afforded by Latin American 
affairs. These policies, programs, and expedients were then 
generalized to the world at large; as in the case of a new recog- 
nition policy being worked out in coping with Latin American 
revolutionaries and then being applied to Bolshevik Russia. 
Still another preliminary problem must be reviewed, however, 
before American policy toward Latin America can be approached 
directly. This difficulty arises from the increasing propensity 


to invoke arguments concerning national or continental defense 
as an explanation and a justification for any action taken by the 
United States in Latin America, particularly in the region from 


1 Fundamental 


the Panama Canal north to the Mexican border. 
in any nation’s foreign policy, this responsibility of strategic 
self-defense cannot be overlooked or discounted. But as an his- 
torical explanation of American policy in Latin America this 
defense interpretation is often overstressed. Most often neglected 
by those who use this argument is the fact that there is no 
standard or absolute content of the idea itself. In this respect, 
the word strategic is similar to the phrase national interest.” 
Only in the loosest and most general sense does it have a com- 
monly accepted meaning. 

1See, for example, S. F. Bemis, The Latin American Policy of the 
United States (New York: Harcourt, Brace and Co., 1943), and D. 
Perkins, Hands Off: A History of the Monroe Doctrine (Boston: Little, 
Brown, 1941). 

2See C. A. Beard, The Idea of National Interest (New York: The 
MacMillan Co., 1934), and materials cited therein. 
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In practice, therefore, it is vital to specify who defines the 
strategic interest which they then invoke in defense of their 
actions. Thus the anti-imperialists of the Twenties characterized 
their strategic policy as one of helping the Latin Americans 
to build strong and independent economic, political, and social 
institutions. An organization such as the Chamber of Commerce, 
on the other hand, defined the strategic policy of the United 
States in terms of official intervention in defense and extension 
of their peculiar and particular interests. 

In the broadest sense of self-preservation, moreover, strategic 
security is a relative question—not an absolute matter. Complete 
military security does not exist and cannot be obtained. Generals 
and admirals always want more weapons, but they have never 
abandoned their first rule: get there first with the most. This 
is not only a relative proposition, but the sere mentioned is 
the scene of conflict. Both considerations are important in any 
evaluation of American policy toward Latin America. The 
United States has a tremendous initial advantage because its own 
territory lies along the great circle routes that lead to the Panama 
Canal from the industrialized centers of Asia and Europe. In 
this situation a nation can invoke the right of self-defense to 
justify such actions as the United States has in the past taken 
in Latin America only when a probable enemy establishes con- 
trol over the government of, or bases in, a doorstep-area. Be- 
tween 1920 and 1932 no such probable enemy penetrated the 
region in this sense. Nor did the men who made policy in 
those years talk about strategy nearly as much as the historians 
who have written about them. 

This fact underscores the more important consideration that 
defense needs are not satisfied by invoking the magic words, 
strategic security. For it is as important to forestall such threat- 
ening developments as it is to uproot them. Thus a high degree 
of strategic security is a matter of economic and social policy 
as much as—if not more than—military predominance. When 
a nation of overpowering strength takes actions toward its weaker 
neighbors which first destroy trust, then incite fear and antag- 
onism, and finally provoke a search for help or a resort to des- 
perate measures, the dominant country is not apt to salvage its 
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safety by more of the same. This psychological and historical 
probability has generally been overlooked by Americans, both 
private citizens and official spokesmen, in their dealings with 
other nations.* 

Washington’s frustrating experience in Latin America from 
1910 to 1933, however, provided a first glimpse and awareness 
of this pattern of interaction. Yet it was difficult to break away 
from the tradition of official diplomatic, economic, and military 
intervention. Americans who felt thwarted and abandoned by 
a refusal of the government to provide vigorous help took their 
dissatisfaction to Washington, and to the treasurers of their 
political parties. Many officials of the government fought any 
softening of the old attitude. But underlying these specific reac- 
tions was the most perplexing question of all: what to substitute 
for the Marines, machine guns, and manifest destiny that had 
been relied upon in the past. Reluctant to revise their proposed 
solutions when they proved unsatisfactory, American leaders of 
the Twenties did not develop a successful answer to the difficulty. 

When the Republicans came into power in 1920 they faced 
this dilemma in terms of Latin America’s response to the League 
of Nations, and in its reaction to President Woodrow Wilson's 
earlier policy toward the Mexican Revolution. Acknowledging 
the “high pacific objects’ of Washington’s past and present pol- 
icies, the Latin Americans observed that there was neither a 
“harmonious meeting of wills’ nor a standard by which the 
United States could be judged. This was the case, they sug- 
gested, because the Monroe Doctrine had been followed by 
everything from declarations of disinterest to the seizure of Pan- 
ama. By 1920 that little country was thinking of the League 
as ‘‘an ideal counterpoise” to American power, an idea shared 
by other nations in Latin America. But whatever their success 
along that line, the Latin Americans wanted Washington to “put 
an end to the prevailing confusions of interpretation” that sur- 
rounded the Doctrine.* 


® The reader may consider for himself the degree to which certain fea- 
tures of American foreign policy after 1945 stemmed from the experience 
of advising the Latin Americans what to do, and successfully, with resort 
to none but “police actions.” 
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The Republicans worked out their answer to these problems 
within the context of three broad considerations. Never pos- 
sible to change entirely, the momentum and direction of past 
actions were particularly important in view of Wilson’s unsuc- 
cessful policy toward the Mexican Revolution. Impinging upon 
the existing situation, which itself is never static, this legacy of 
the past helped shape any understanding of the current scene. 
But those who made and attempted to act upon their interpre- 
tations of the world had personalities and psychologies of their 
own, and it was only through the interaction of all three factors 
that a policy was developed and put into operation.° 

Wilson’s diplomacy in Mexico and other Latin American coun- 
tries left that region wary and restive. Hard enough to modify 
under any circumstances, this attitude was intensified by Wash- 
ington’s actions in the years 1919-1920. Fears aroused in the 
United States by German wartime activity in Mexico had been 
calmed through effective counter espionage and the Allied vic- 
tory. But with the Mexicans already providing what seemed to 
be radical leadership for the entire area, the Bolshevik Revo- 
lution hit American policy in Latin America like a Caribbean 
hurricane. And in its concentration on battening down the hatches 
to save constitutionalism and private property, the Wilson Admin- 
istration forgot to keep up the steam of reform. 

Secretary of State Bainbridge Colby used a different figure 
of speech, but his emphasis was identical. The United States, he 
summarized in May, 1920, “regards any disturbance of the peace 
in Central America at this time as a continental calamity.’’ Pro- 
tecting and advancing American economic interests was of course 
an “urgent necessity.” This conflict between property rights and 
constitutionalism led to many difficulties, as when it became 
necessary to deal with demands from the Dominican Republic 


* Paredes to Colby, December 14, 1919, National Archives of the United 
States, Washington, D. C. (hereafter cited as NA), NA, 710.11/433; 
L. O. Ealy, The Republic of Panama in World Affairs, 1903-1950 (Phila- 
delphia: University of Pennsylvania Press, 1951), 53. 

° One of the most recent efforts to grapple with the theoretical aspects 
of this interaction is H. Gerth and C. W. Mills, Character and Social 
Structure. The Psychology of Social Institutions (New York: Harcourt, 
Brace and Co., 1953). 
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for self-government. As a commission to work out a plan for 
the transition period, Washington chose men of this character 
and position: a leading aspirant for the presidency, the ‘‘most 
prominent” lawyer, an agriculturist from the “most influential” 
family in the North, and a “prominent merchant” from the East- 
ern part of the island. This group of the “most conservative 
representatives of the different political parties” was defined in 
Washington as one that represented “‘all elements’ of the island 
community. Taking no chances, however, the Dominicans were 
then “forbidden to publish” any materials “which teach the 
doctrines now commonly known as Bolshevism.” ° 

Whether the Dominicans were also given the same lecture in 
political economy as the one received by the Cubans is unknown. 
Planning to use its power to alleviate the postwar economic 
crisis, the Havana government was sharply rebuked. Aid could 
be given only if the objective was to restore the confidence of 
the business community and to “enable the deflation to proceed 
in an orderly manner.” No ideas of permanent government 
assistance were tolerated. “It is only through private enterprise 
and private business,” warned the American representative in 
Cuba, “that the natural correctives will be found for abnormal 
conditions.” But the Cuban situation was especially delicate 
because the Havana Government wanted to intervene to save 
its own business men. Thus Washington was forced to oppose 
an action which might strengthen its international allies in order 
to please domestic American sugar interests. As a result, Amer- 
ican policy did little to reduce the “anxiety expressed by the 
governments of other American republics as to [its] intentions.” ’ 

This domestic unrest within the Latin American countries and 
the region’s suspicion of the United States was but half the 
problem when Republican policy-makers moved into office. Pri- 
vate American individuals and groups had their own ideas con- 
cerning the general policies which should be followed at home 


® Colby to Arnold, May 17, 1920, NA, 715.16/22; Colby to White, 
August 7, 1920, NA, 637.116/127; Russell to Colby, December 23, 
1920, NA, 839.00/2282; Executive Order No. 385, NA, 839.918/6. 

7 Rathbone to Menocal, December 17, 1920, NA, 837.51/398; Colby 
to Daniels, November 27, 1920, NA, 839.00/2479a. 
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and abroad. Most important among these were capital and 
labor. Strengthened in an absolute sense by the hearty diet of 
war orders and technological vitamins, the American economic 
system had gained in relative power as well. Germany was 
defeated and in debt, and her prewar trade and investment ties 
had to be reconstructed before new ones could be established. 


America’s allies were also weakened. Great Britain and France 
were victorious, but the price had been high. Plant facilities 
had been subjected to heavy strain and accelerated deterioration, 
and in some cases war damage. Much of their overseas invest- 
ment capital—which might have earned enough to finance repairs 
and replacements—had been spent to buy war goods and services. 
Though Japan had not suffered in the sense that these other 
nations had, Americans were not too worried. Not only was 
there thought to be opportunity for all in China, but Japan itself 
was an attractive customer. 


American businessmen were able and eager to take advantage 
of this favorable position. Aware of their increasing power in 
the world economy even before the war began, many of the 
commercial, industrial, and financial leaders pressed for favor- 
able legislation in anticipation of post-war developments. By 
1916 the exporters and their allies convinced the Federal Trade 
Commission that they would need help in the “fierce commercial 
struggle” even then going on to remake the ‘economic map of 
the world.” * In response to this pressure, and with Wilson's 
approval, Congress passed the Webb-Pomerene Act. Legalizing 
trade associations and combinations for those engaged in the 
export trade, this law also benefitted the commercial and finan- 
cial interests. 


These groups were well prepared for the opportunity, for the 
Federal Reserve Act of 1913 permitted ‘a free and full expan- 
sion of American foreign banking facilities.” But the exporters, 
who thought of loans as a stimulus for their business, joined 
the bankers in support of the Edge Act of December 24, 1919. 


® Federal Trade Commission, Cooperation in American Export Trade 
(Washington, D. C.: Government Printing Office, 2 vols., 1916), 
Vol. I, 199-200. 








LABORATORY OF AMERICAN FOREIGN POLICY 11 


Impatient over the delay in postwar economic expansion occa- 
sioned by the fight over the League treaty, Senator Walter B. 
Edge did what he could by legalizing foreign banking corpora- 
tions as well as foreign branch banks. This legislation, as well 
as the Merchant Marine Act of 1920, was designed to aid the 
“promotion in a more vigorous manner of the postwar exports 
of the United States.” ° 


As a kind of negative insufance, meanwhile, another section 
of the business community saw to it that they kept the German 
patents and techniques seized during the war. President Wil- 
son’s Executive Order of December 3, 1918, authorized the private 
sale of this information. A bit later, in March, 1919, the gov- 
ernment’s custodian of this property in the form of ideas became 
president of the Chemical Foundation, Incorporated. And five 
thousand patents were sold for the sum of $250,000. Any one 
of them was worth the asking price for all. Thus were Ger- 
man ideas turned against German businessmen in the battle 
for markets. 

Even more important than this economic legislation and these 
reparations in the form of intellect was the general attitude 
with which the business community viewed the postwar scene. 
Shocked by the sharp recession of 1919-21, these men were con- 
firmed in their growing conviction that a community of interest 
should replace the old rough-house competition of /a/ssez-faire. 
J. P. Morgan pushed this idea at the turn of the century, but at 
that time most of the economy was engaged in internal conflicts 
to determine the leaders in respective fields. Hence Morgan 
did not get very far except as he built a community of his own. 


War changed this pattern. For one thing, the expansion of 
that period absorbed many of the smaller units and speeded up 
the concentration of economic power. Standardization of parts 
and procedures was an essential characteristic of much war mate- 
rial, a requirement that brought former competitors into closer 
association with each other and led to an exchange of trade 
information. And, as a consequence of being called in by Presi- 


°C. W. Phelps, The Foreign Expansion of American Banks. American 
Branch Banking Abroad (New York: Ronald Press Co., 1927), 3, 105. 
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dent Wilson to manage America’s mobilization, these business- 
men lost much of their contempt for the government and its 
personnel. Out of all this consolidation, exchange of informa- 
tion, and familiarity with government came a new attitude favor- 
ing cooperation within the business community and an awareness 
that the government could help business far more than it had 
realized in the past." 

Before the war was over this new approach and attitude was 
being put into practice. First came the National Foreign Trade 
Council in 1914, organized to coordinate and direct domestic 
activities designed to push exports. Near the end of the war 
Owen D. Young of General Electric, who thought isolation was 
“impossible,” took the lead in setting up the International Cham- 
ber of Commerce. The sharp postwar recession reinforced these 
ideas of cooperative action at home and intensified the concern 
to get help from the government in expanding abroad. 

Businessmen gained support for their ideas from Samuel Gom- 
pers, President of the American Federation of Labor. An early 
supporter of the National Civic Federation, designed to link 
business and labor leaders in a conservative partnership, Gom- 
pers saw such a plan as the best answer to the Bolsheviks and 
to his critics within the labor movement. Gompers turned his 
back on socialism or any other broad gauged theory of political 
economy at an early date and developed a policy of day-to-day 
bargaining for higher wages and shorter hours. While using 
the communist issue to ‘block the demand for new policies” at 
home, Gompers insisted that the Soviet Union ‘must and will 
be forever eradicated.” Worried about the ‘destructive compe- 
tition” in world trade after the war, Gompers joined Young 
and Herbert Hoover in the talks at President Wilson’s confer- 
ence on labor and economic problems in 1919. All of these 
men agreed that the best solution for the domestic and interna- 
tional difficulties was an “organized cooperation between em- 
ployers and employees.” ** 


10 Here see J. M. Clark, The Costs of the World War to the American 
People (New Haven: Yale University Press, 1931); and G. B. Clarkson, 
Industrial America in the World War. The Strategy Behind the Line 
1917-19 (Boston: Revised Edition, 1924), Appendix III. 
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This had been Wilson’s idea—‘‘some sort of partnership’— 
when he talked of a conservative response to the Bolsheviks. 
Vague in the beginning, Wilson did little to develop the approach 
after he became involved in his fight for the treaty. Later he 
fell ill and the leaders of management and labor took the ini- 
tiative until the Republicans came into office. Then the tempo 
and the concern picked up, for Secretary of Commerce Hoover 
and Secretary of State Hughes looked at the world in a manner 
very similar to Owen D. Young and Samuel Gompers. Their 
personalities and policies differed in tone and detail, but all 
these men shared fundamental preconceptions and attitudes to- 
ward domestic and foreign policy. Joined and supported by 
others such as Bernard Baruch and Thomas Lamont of the 
financial world, these were the men who developed and began 
to put into practice a new conservative doctrine of noblesse oblige 
for the industrial age. 

There were many American antecedents for this idea. At the 
turn of the century Brooks Adams stressed the need for an elite 
to use the power of the government to moderate and control 
the conflict between labor and capital, and to expand overseas 
in order to dominate markets for America’s surplus production 
and control sources of raw materials.’* Closer to Hoover and 
Hughes, though, was the thought of Herbert Croly, who popu- 
larized some of the ideas Adams had, and added others of his 
own. Stressing the fact that society was not made up of indi- 
viduals, but an “innumerable number of smaller societies,” Croly 
called for even bigger associations that would cooperate to in- 
crease productivity, accept obligations too large for smaller units, 
and work with the government to insure social stability and 
order. Presupposing the existence of domestic peace established 


‘1 A most insightful review of Gompers is B. Gronert, ‘‘The Impact of 
the Russian Revolution Upon the A. F. of L., 1918-1928,” Masters 
Thesis, University of Wisconsin, Madison, 1948, 130; S. Gompers, Labor's 
Interest in the League to Enforce Peace (League to Enforce Peace Pub- 
lication No. 22, 1916), 2. 

12 See C. A. Beard, “Introduction,” to B. Adams, The Law of Civiliza- 
tion and Decay. An Essay on History (New York: Alfred A. Knopf, 
1943); and A. F. Beringause, Brooks Adams. A Biography (New York: 
Alfred A. Knopf, 1955). 
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and maintained in the tradition of noblesse oblige, Croly went 
on to maintain that the key to a successful foreign policy was 
Washington’s organization of Latin America within its own sys- 
tem. Admitting that the smaller nations would have to make 
a “certain sacrifice of independence’’—as would similar units in 
domestic society—Croly said their compensation would come in 
terms of security, well-being, and a sense of participating in a 
new world order.”* 

Herbert Hoover's program for America was remarkably simi- 
lar to the Croly plan. Though he disdainfully classified their 
ideas as no more than ‘‘great theories spun by dreamers,” Hoover 
was deeply disturbed by the Bolsheviks. Publicly he defined the 
Soviet economic system as “utter foolishness’ and said it was 
sure to collapse, but he worked hard to develop a conservative 
answer that would keep the old system going and lead to im- 
provements. Revolutions had become “tornados,” said Hoover, 
and set about to prevent them. The engineer as political weather- 
maker might serve as a phrase to describe this phase of his career. 


Hoover proposed that a “greater mutuality of interest’ be- 
tween capital and labor be ‘‘promoted” by the government. Indi- 
vidualism was to give way to “‘associational activities.’” Though 
he accepted the idea of collective bargaining in principle, Hoover 
laid far greater stress on an “alliance’’ between the government 
and the “great trade associations and the powerful corporations.” 
Denying that there were such things as social classes, Hoover 
talked the language of cooperation instead of regulation. “While 
our industry and commerce must be based upon incentive to the 
individual,” he summarized, “yet the national interest requires 
a certain degree of cooperation . . . in order that we may reduce 
and eliminate industrial waste, lay the foundation for constant 
decreases in production and distribution costs, and thereby obtain 
the fundamental increase in wages and standards of living.” * 


18H. Croly, Progressive Democracy (New York: The Macmillan Co., 
1914), 197; H. Croly, The Promise of American Life (New York: The 
Macmillan Co., 1914), 264, 294, 301, 302. 

14H. Hoover, American Individualism (Garden City: Doubleday, Page 
and Co., 1923), 1, 43, 68; Hoover to Wilson, March 28 and June 21, 
1919, Papers Relating to the Foreign Relations of the United States. 
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Underlying this program was the assumption that capitalism 
was the only workable economic system. All that was necessary 
to guarantee its proper functioning was a reformulation of the 
old principles, which stressed the individual entrepreneur, in 
terms of the new cooperating—or corporate—organizations. As 
a voting citizen, therefore, the individual was a member of either 
the government and labor, or of capital and government. In 
either case he would cooperate with other individuals in those 
two groups, and the two of which he was a member would work 
harmoniously with the third. 

Thus two considerations kept Hoover from using the govern- 
ment more than he did when the Great Depression came in 1929. 
He considered himself a member of the capital group, which 
defined his area of primary concern; and he feared the prepon- 
derance of government as fascism, and the supremacy of labor 
as socialism. Called progressive democracy by Croly and pro- 
gressive individualism by Hoover, this concept of a corporate 
capitalism combined the American heritage of Alexander Ham- 
ilton with the political philosophy of Thomas Hill Green in 
England and the economic ideas of French corporatists. 

As Secretary of Commerce for eight years before he became 
president, Hoover did much to put his ideas into action. His 
first move bearing on foreign affairs was the reorganization of 
the Department itself. Keeping personal control of the Bureau 
of Foreign and Domestic Commerce, Hoover called in a group 
of talented and “ingenious young men” to help him push over- 
seas economic expansion. This staff of trade experts found 
markets, kept an eye on competitors, and “invented a thousand 
other devices and strategems” designed to sell American prod- 
ucts abroad. Hoover's chief assistant was Julius Klein, who 
shared Hoover's idea that foreign trade was a ‘‘stabilizer and a 


Russia, 1919 (Washington, D. C.: Government Printing Office), 101, 
117; H. Hoover, The Challenge to Liberty (New York: Charles Scribner’s 
Sons, 1934), 27, 33; H. Hoover, The Memoirs of Herbert Hoover. The 
Cabinet and the Presidency, 1920-1933 (New York: The Macmillan Co., 
1952), 27-30, 36, 45, 62-77, 101, 167, 168-69; and Hoover, comments 
printed in I. S. Paull, J. W. Millard, and J. S. Taylor, Trade Association 
Activities (Washington, D. C.: Department of Commerce, 1927), 
Vili, 276. 





16 INTER-AMERICAN ECONOMIC AFFAIRS 


stimulus’—a “‘well-tried expedient for taking up the slack.” Ar- 
guing that America’s domestic productivity was the consequence 
of “‘super-organization and of management engineering,” Klein 
saw the “‘internationalization of business” as the answer to Wash- 
ington’s foreign policy problems.*° 


Hoover quite agreed, and expended great effort to transfer 
his ideas of domestic cooperation and coordination to the world 
scene. Just as the national government was to balance and ad- 
just this process at home, so was the United States to play the 
same role in the world community. Chaos would result, he 
warned, unless the weak and under-developed nations had “a 
guiding hand and referee in their quarrels, a court of appeals 
for their wrongs.” *° Seeking self-regulation of the excesses of 
laissez faire capitalism and nationalism, Hoover bumped into 
one central difficulty in both his domestic and foreign program. 
As an apostle of freedom of action in an industrial age, Hoover 
relied on the corporation to moderate and restrain itself in the 
tradition of noblesse oblige. “When the business community 
failed to do so, therefore, he either had to acquiesce in the abuse 
or violate his code by using the power of the government to 
enforce moderation. Here he ran into his fears of fascism and 
socialism. 


This dilemma caused serious problems in foreign affairs. 
Desiring to avoid forceful intervention in behalf of American 
interests abroad because that might lead to revolution, yet aware 
of the difficulty of his own position, Hoover tried to establish 
the government’s right to supervise and coordinate foreign eco- 
nomic expansion. Crossing the line into the preserve of the 
White House and the State Department in this fashion brought 
Hoover into conflict with older practices and different ideas on 
the question. Traditionally, the State Department handled the 
problem of foreign economic expansion, opening doors and 
providing protection for American traders and investors. 


15 Hoover, Memoirs, 1920-33, 36, 42, 80; J. Klein, Frontiers of Trade 
(Washington, D. C.: Government Printing Office), x, 24, 46. 

16 Hoover Says (League to Enforce Peace Publication No. 18, 1919), 
2-3. 





LABORATORY OF AMERICAN FOREIGN POLICY 17 


Despite certain differences, however, Secretary Hughes was 
willing to share his authority with Hoover. This agreement was 
based on Hughes’ idea that national interest was defined by 
practical considerations, not theoretical formulations. Sharing 
Hoover's bitter antagonism toward the Soviet Union, Hughes 
looked with “displeasure and disapproval upon any revolution- 
ary disturbances.’ Quite in line with Croly’s recommendations, 
Hughes thought in terms of a Pax Americana based on agree- 
ment with the same groups in Latin America that Hoover and 
Klein favored. No more a territorial expansionist than Hoover 
himself, Hughes pushed the idea of a world community of inter- 
est to parallel domestic cooperation. “We simply wish peace 
and order and stability and recognition of honest rights prop- 
erly acquired,” he told the Latin Americans in 1928. But Hughes 
faced the same problem that Hoover did when it came to dealing 
with individuals and corporations who emphasized their freedom 
of action and appealed to the government when they got into 
difficulty. 

If left alone with sufficient authority these two men might 
have tried the plan they proposed to President Calvin Coolidge.”* 
Armed with the power to prevent loans that would cause trouble, 
they argued, the government could push economic expansion 
and thereby build an American system. But anxious though he 
was to “discourage revolutions,’ Coolidge was not willing to 
restrain the business men. Using the metaphor of the police- 
man, as other vigorous expansionists had before him, Coolidge 
said the government would support and defend all Americans 
abroad, whatever the situation. That might not even be neces- 
sary in every case, for America could “by-pass ‘insignificant 
peoples’.”’ ** 

As for internationalism, Coolidge equated that with un-Amer- 
icanism in a series of magazine articles in 1921. Though he 
supported membership in the World Court, he described it as 
“merely a convenient instrument of adjustment to which we could 


17 These discussions can be followed in the volumes of Foreign Re- 
lations. 

18 Coolidge, quoted in the New York Times, April 26, 1927; Ealy, 
Republic of Panama, 75. 
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go, but to which we could not be brought.’ Hoover and Hughes 
thought it a bit more significant than that, but they were no more 
willing than Coolidge to submit any vital issues for a final deci- 
sion. All agreed that such a court system would serve merely 
to regularize procedures and settlements after the community 
which it represented had been established. And it was over 
the way in which to build that system that Hoover and Hughes 
differed with Coolidge—and the anti-imperialists with all of them. 


Yet Coolidge ran into difficulties with his own formula, for 
war would disrupt the economic expansion he favored, or so he 
thought. Thus when Hoover and Hughes debated the issue with 
Coolidge they came to no effective conclusion. Specific loans 
which Hoover and Hughes felt unproductive and politically un- 
desirable could be prevented, but the same money could be 
advanced to the same country for different reasons. Thomas 
Lamont, who sided with Coolidge on this question, used just 
such a device to help Japan penetrate Manchuria. In every re- 
spect, therefore, Hoover’s proposed cooperation at home was 
difficult to secure because of the attitude of the business com- 
munity itself, the indifference or active support it found in the 
White House from 1920 to 1929, and Hoover's own reluctance 
to discipline offenders. 

Consequences abroad were similar. Foreign economic expan- 
sion proceeded with the active encouragement of Hoover and 
Hughes who were reluctant to crack down on potentially dan- 
gerous activity even when they could. And when the business 
men encountered difficulties both the Commerce and the State 
Department gave them support and protection. Not until Frank 
B. Kellogg and Henry L. Stimson had to deal with the conse- 
quences of this policy in China and Latin America was there 
any serious effort to modify the program outlined by Hoover 
and Hughes. 

Domestic criticism of this policy was limited to intellectuals 
who were retreating to literature from politics, and to the anti- 
imperialist minority within the Republican organization. Some 
Democrats occasionally took exception to the more flamboyant 


19 Coolidge, remarks in the Congressional Record, Vol. 65, Part 1, 96. 
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remarks of Coolidge, or opposed a given action, but they did 
not make any serious party issue of foreign affairs. Foreigners 
pointed out many of the contradictions and tried to forestall 
many of the policy’s consequences of it in practice, but Hoover 
and Hughes ignored these warnings and opposition. American 
economic strength gave them the power to do so, and at the 
same time convinced them of the accuracy of their interpreta- 
tions. Thus magazines such as the Nation, and Senators Borah, 
La Follette and Johnson carried the burden of modifying the 
policy as best they could.*” Their arguments were the same they 
had employed against the League and intervention in Russia, 
but they no longer had any political allies. The right wing 
of their own party was now in opposition, and the number of 
sympathetic Democrats was insignificant. 

Out of this complex and constant interplay of domestic eco- 
nomic pressures and ideas, and foreign reactions, emerged an 
American foreign policy for Latin America and other non-indus- 
trialized areas. Overseas economic expansion was directed pri- 
marily toward obtaining raw materials for American factories 
and markets for the surpluses of that production—whether it 
took the form of capital savings or the goods themselves. 

Between 1920 and 1930, and especially in the years after 1922, 
Americans were busy financing foreign governments, public util- 
ities, harbor improvements, railroads, and the growth, produc- 
tion and shipment of raw materials such as rubber, sugar, tin, 
copper, beef, oil, and countless other items. At the same time 
American factories and farms were selling abroad more than 
half their cotton, more than a quarter of all petroleum produc- 
tion, nearly a fifth of their heavy machinery, and over a tenth 
of their automobiles and trucks. Industry seemed even to have 
found a way to have its cake and eat it too. For by establish- 
ing branch factories behind foreign tariff walls, or selling their 
patents in those countries, corporations like Ford, General Elec- 
tric and General Motors could keep American tariffs high and 
return the profits earned abroad through the international money 
exchange. 


20 W. E. Borah, remarks in the Congressional Record, Vol. 69, Part 
6, 6754. 
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The diplomacy of this overseas economic boom had two dis- 
tinguishing characteristics and one primary consequence. Both 
at the instance of specific requests and in terms of their own 
policy, Hoover and Hughes used the political power of the 
United States to assist private groups in their competition for 
industrial and financial markets, and for control of raw mate- 
rials. Once such a relationship was established the government 
undertook, within the same framework, to protect the triumph 
against revolution, unfavorable legislation, and outside compe- 
tition. All of these economic activities, especially loans to gov- 
ernments and control of a nation’s basic crop or product, became 
interwoven with the public policy of the nation in question. 

Thus American intervention to preserve the Sfafus quo in a 
given nation led to domestic political agitation inside that coun- 
try designed to upset or change the existing situation. In these 
circumstances, Hoover and Hughes, and to a degree Kellogg and 
Stimson also, fell back on the practice of supporting the most 
conservative elements of the national business community in 
question. Constitutionalism and reform tended to lose out in 
the process. In all these respects Latin America was the labora- 
tory in which this experiment first came to an explosive end. 
It was only because these nations were small and weak that the 
United States escaped relatively unscathed. Elsewhere the con- 
sequences were not so fortunate. 


Thinking of them as new “frontier countries,” the American 
business community concentrated much of its attention on Latin 
American nations. Testifying to the success of the effort, the 
Consul General of Brazil described New York as the “dominant” 
center of Latin America’s entire economic life.*t In 1927 the 
United States provided an average of 34.9% of all imports into 
ten South American countries, and took an average of 27% of 
the exports from the same nations. In certain cases the domi- 
nance was almost complete, as in Colombia which sold 83% 
of its exports to, and bought 44.9% of its imports from the 
United States. 


21 Official Report of the Eighteenth National Foreign Trade Convention, 
May, 1931 (New York: National Trade Council, 1931), 206. 
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Investors and plant builders were not far behind, and of course 
took a share of the figures just reviewed. In 1930, for example, 
Mexico and the Central American area owed over two and a 
half billion dollars in private loans. South America owed three 
billion. Oil and real estate were favored investments in Mexico, 
while the banana plantations of the United Fruit Company were 
stressed in Central America. Chile’s economy and government 
centered around the nitrate mines controlled by the Guggenheims, 
the National City Bank, and Grace and Company; but Ford, 
U.S. Rubber, Du Pont and life insurance companies were also 
active there. Argentina’s meat packing industry was beholden 
to American interests, and such organizations as the International 
Products Company were strong in nearby Uruguay and Paraguay. 
The Brown Shoe Company asked Washington for help in Ecua- 
dor right along with the Mercantile Bank of the Americas, one 
of the organizations formed under the Edge Act. Operating 
with the assistance of the National City Bank and the Seligman 
Brothers, the American Tobacco Company controlled that com- 
modity in Peru. Colombia dropped a legal suit against Stand- 


ard Oil when the corporation advanced a two million dollar 
loan. A year before, the National City Bank reversed the proc- 
ess and held back on a loan until a major concession was awarded 
to the Mellon interests. And in Bolivia the bankers were so 
generous that they received pledges for the revenue obtained 
from ‘‘all of the more important” national taxes in return. 


If ever American private enterprise, operating under a sym- 
pathetic and helpful government, had an opportunity to prove 
its ability to direct the balanced and stable development of a 
foreign area it was provided by this chance of the Twenties in 
Latin America. With the single and partial exception of Mexico, 
however, the policy of internationalizing business failed to facili- 
tate change and produce economic progress without recourse to 
violence. By not fulfilling its primary objectives it actually led 
to increased political and social strife. And even in the case 
of Mexico the results were obtained through a peculiar combi- 
nation of factors that did not verify the basic proposition. For 
in Mexico the United States was adjusting to a change that had 
taken place through revolution, and the central argument ad- 
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vanced in favor of internationalizing business was that it would 
forestall such developments. 

As for Nicaragua, it is true that the Marines were carrying 
out the orders of President Coolidge to care for ‘American 
investments and business interests,’ but the leathernecks can 
hardly be described as junior executives.** And to compare the 
struggles between Adolfo Diaz and other factions in Nicaragua 
with the Mexican Revolution of 1910 is to call big city politics 
radicalism. Rather than proving the validity of the interna- 
tionalization of business, the primary significance of American 
actions in Nicaragua was to reveal the differences of tempera- 
ment between Henry L. Stimson and other conservative Repub- 
licans; distinctions that were to come to the fore when Stimson 
broke with Hoover over what to do when Japan invaded Man- 
churia. But in Latin America these dissimilarities did not lead 
to such a conflict in policy. And the decade closed with wide- 
spread resort to force throughout Latin America in efforts to 
solve the central problem of obtaining the economic welfare and 
social and political democracy that the internationalization of 
business had not produced. 

Even in Mexico, where the circumstances were extremely favor- 
able, the Hoover-Hughes policy almost failed. Alvaro Obregon 
and his followers who came to power five months before the 
Republicans were conservatives from Northern Mexico interested 
in consolidating and moderating the Revolution. In some respects 
the twentieth century counterparts of the Spanish Bourbons who 
ruled Mexico two hundred years before, Obregon and his sup- 
porters might also be compared to those conservatives who re- 
luctantly went along with the American Revolution and then 
defeated the radicals and substituted the Constitution for the 
Articles of Confederation. 

Analogies of this sort are suggestive, not direct correlations, 
but Obregon and his chief lieutenant Plutarco Elias Calles were 
of a style far closer to Alexander Hamilton than to Thomas 
Jefferson. Nationalistic in desiring to preserve Mexico’s land 
and other natural resources for the benefit of the country, they 


22 Coolidge, quoted in Bemis, Latin American Policy, 211. 
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were not collectivists or socialists. And as with Hamilton, who 
argued that American independence depended upon diplomatic 
agreement and economic relations with Great Britain, Obregon 
Saw a rapproachment with the United States as Mexico's best 
opportunity in similar circumstances. In the realm of civil liber- 
ties, anti-clericalism, and intellectual freedom Obregén stood 
closer to the traditions of Jefferson. But even the Mexican leader 
insisted that revolutions could be talked about only if they did not 
become successful.** 

A single difference kept the Obregon coup from proceeding 
entirely within the mainstream of the English, American and 
French Revolutions of the seventeenth and eighteenth centuries. 
This variation was expressed in Articles 27 and 123 of the Con- 
stitution of 1917, which annulled foreign property rights acquired 
after 1876. Here the Mexicans had drawn on their own Spanish 
and Indian traditions rather than on socialist theory. In the 
context of the Bolshevik Revolution, however, Hughes, Hoover, 
and Coolidge were less interested in the history (and its impli- 
cations) of those laws than in their apparent effect on American 
property rights. It took a great deal of fancy footwork on the 
part of Obregon before he could get close enough to whisper 
the difference between Mexican nationalism and Marxist social- 
ism into Washington’s ear. 

“The fundamental question,’ Hughes and others maintained, 
“is the safeguarding of property rights against confiscation.” * 
Obregon’s persistent maneuvers of compromise were rewarded, 
however, when Hughes finally agreed to name delegates who 
could continue the discussion in private talks. These conversa- 
tions made it clear that Mexico’s leaders were not Bolsheviks, 
and that they were interested in a conservative settlement. But 
two developments almost lost the ground thus gained. Plutarco 


*3H. F. Cline, The United States and Mexico (Cambridge: Harvard 
University Press, 1953), posits and develops this analogy in an insightful 
and illuminating manner. It is used here against the background of 
independent research in the National Archives, The Papers of Calvin 
Coolidge, The Papers of William E. Borah, The Papers of Raymond 
Robins, and The Papers of Alexander Gumberg. 

*4C, E. Hughes, remarks of June 7, 1921, reported in the New 
York Times. 
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Calles, who succeeded Obregén in 1924, appeared to renew the 
revolution’s movement toward complete nationalization of oil 
and real estate. At the same time the resignation of Hughes left 
a personality vacuum in Washington into which President Cool- 
idge moved. 

Coolidge first interpreted the action of Calles as proof of 
communism in the western hemisphere. Something of an old 
style imperialist, Coolidge appears to have considered the idea 
of military intervention. At least the Mexicans thought so and 
warned Washington that they would expose the whole story if 
such action was taken. Coupled with this reply from Calles, 
the sharp criticism of Coolidge by Borah and others led to fur- 
ther reflection in the White House. 


Borah’s leadership in the attacks on Coolidge put the Senator 
in a commanding position when the president withdrew the 
American Ambassador in Mexico City. By taking the public lead 
Borah had added to his influence and authority as Chairman of 
the Senate Foreign Relations Committee, which would have to 
confirm the new appointee. Backing down himself, Coolidge 
turned to Dwight W. Morrow, a college classmate, for help. 
When Borah learned of Morrow’s view that the issue was one 
which should be settled by negotiation because war was not the 
way “to settle land titles,” Morrow’s approval was guaranteed. 

One of the keenest minds among American conservatives of 
any age, Morrow realized that the Bolshevik Revolution was 
far more than a mere conspiracy to seize power, and that its 
influence could be countered only by a positive economic and 
social program. Interested in modifying Washington’s attitude 
toward Moscow itself, Morrow was happy to accept the oppor- 
tunity to forestall serious trouble in Mexico over similar but 
unrelated issues. With this attitude and approach Morrow quickly 
realized the essentially conservative outlook of Obregén and 
Calles. Supported by Borah in the Senate, and by the general 
public, Morrow moved quickly toward an understanding with 
the Mexican Government. 

Neither this approach nor this pattern characterized American 
policy elsewhere in Latin America during the twenties. Despite 
the settlement with Mexico, therefore, Latin America remained 
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“cautious and timid” at the end of the decade.*? Washington's 
assumption that almost any American economic activity that was 
legal and not directly military in nature would be productive 
of Latin American welfare was the central cause of this unhappy 
state of affairs. But Hughes agreed with Hoover that the United 
States should push an “‘active policy” to further and protect such 
economic expansion.” 

“Practical aspects of the situation,” Hughes insisted, were 
always more important than “theoretical principles.” None of 
the latter, therefore, were to be allowed to “‘prevent American 
enterprise from availing itself of the very opportunities which 
our diplomatic representatives have striven to obtain.” ** A case 
history of this “‘active policy” would fill several large volumes. 
Among its chapters would appear the chronicle of the Brown 
Brothers and J. W. Seligman loan to Nicaragua, obtained with 
the “friendly assistance” of the American government. Another 
story would center around the ‘informal suggestion’’ that changed 
Peru’s mind about her oil laws on the chance that such action 
might bring a more favorable decision in a boundary dispute 
with Chile, then being handled by Washington. There would 
be episodes of high humor, too, as when Honduras cleverly 
used Washington’s emphasis on frugality to fire an American 
financial expert. Hughes had no immediate answer to a cable 
explaining that “economy is the watchword of the hour.” ** Con- 
flicts between competing firms also developed, in which instances 
Washington had to effect a consolidation or, as in the case of 
Pan American Airways and the cable company squabble, pick 
a chosen instrument to push through the open door. 


Yet these efforts failed of their purpose. When one opens the 
official volume dealing with Washington's relations with Latin 
America in 1931 he is sobered by the table of contents. The 


25V. A. Belaunde, ‘The Havana and Washington Conferences,” In 
Q. Wright, Interpretations of American Foreign Policy (Chicago: Uni- 
versity of Chicago Press, 1941), 144. 

26 Culbertson to Hughes, December 14, 1922, NA, 611.0031/162. 

*7 Hughes to Teagle, August 22, 1922, NA, 890g.6363 T 84/41a; 
Harrison to Harvey, June 24, 1922, NA, 890g.6363 T 84/41. 

28 Spencer to Hughes, May 27, 1921, NA, 815.51/427. 











26 INTER-AMERICAN ECONOMIC AFFAIRS 


compilers no doubt did the best they could, but there just were 
not enough different words to convey the idea of political unrest 
without repetition. “Insurrection in Brazil” is followed by “Rev- 
olutions in Chile,” “Political Unrest in Cuba,” and “Communist 
Uprising in El Salvador,” but then the editors had to retreat to 
insurrection for Honduras and Peru. 

But as Secretary of State Stimson said at a press conference 
about the trouble in Honduras, Washington had “known for a 
long time that there was an acute situation from an economic 
and labor viewpoint.” *° It was, as this remark indicates, not 
so much ignorance of what was happening that weakened Amer- 
ican policy; but rather what was done with the knowledge avail- 
able. Unwilling to modify its insistence on the primacy of 
property rights, Washington drifted into a satisfaction with any 
conservative government if “constitutional forms have been ob- 
served.” Not wishing “any revolutionary disturbances in any of 
the countries,’ Hughes, Hoover and Coolidge became satisfied 
with ‘‘an intention to reestablish constitutional order.” *° 

Even Secretary Stimson, whose conservatism was closer to 
that of Morrow than that of Hoover, could not break free of 
the dilemma. When a nationalistic and moderately radical group 
made a revolutionary bid for power in Chile during June, 1932, 
Stimson tried to solve the problem by backing the conservatives. 
But his perceptive and candid representative in Chile warned the 
Secretary that American interests were suffering “primarily be- 
cause of economic conditions which would be the same under 
a rule by the old conservative oligarchy.’ Stimson admitted that 
was true, and acknowledged that the traditional recognition 
policy of the United States did not discriminate between the 
Left and the Right. But to Stimson this was a ‘‘socialist revolu- 
tion,” and that made an important difference. Instructing his 
ambassador to use informal pressure, which had “‘been successful 
in other countries,” Stimson tried to effect a swing to the right. 
Momentarily successful, the plan collapsed in less than six months. 


29 Stimson, Press Conference Remarks of May 20, 1931, NA, 815.00 
Revs / 28. 

8° Hughes to Collier, September 12, 1924, NA, 825.00/285; Hughes 
to Schuyler, August 15, 1922, NA, 813.00 Tacoma/. 
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A “vigorous nationalistic’ government came into power and 
brought “new and perhaps even more serious threats against 
our interests,” reported the ambassador from Chile on Febru- 
ary 25, 1933.* 

Thus had the assumption that American business men could 
take care of themselves if given an opportunity been proved in 
error. For in their concentration on the main chance the Amer- 
ican business community had forgotten that an unbalanced econ- 
omy will not work, even if it is capitalist; and that businessmen 
as well as laborers and radical intellectuals turn to political action 
to solve their economic and social problems. When the exponents 
of cooperation in Washington failed to cooperate in Latin Amer- 
ica, their efforts to prevent revolutions only served to channel 
the heightened dissatisfaction into violence. Whether it came 
first from the left made little difference, for it served further 
to weaken the economy itself. And when the conservatives, 
turning to nationalism, found Washington equally antagonistic 
it was not to be wondered that the people began to consider 
the communists. 

Though the explosion did not come as soon, the same trail 
of powder was ignited by Washington's policy toward other 
non-industrialized areas of the world. In keeping with the 
broad policy for Latin America, Washington did not desire any 
territorial or direct administrative control over these mandated 
and colonial regions. But whether the locale was Africa, the 
Near and Middle East, or Asia, Hughes and Hoover effectively 
used the economic and political power of the United States to 
assist private citizens—individually or in corporate organization— 
to enter and compete for economic control in these European 
empires. 

Having gained such rights through participation in the war, 
both the Wilson Administration and the Republicans who fol- 
lowed asserted their “intention to maintain’’ them. Most well 
known of the conflicts which grew out of this determination 








31 Culbertson to Stimson, July 14, 1932, NA, 825.00 Revs / 157; Stim- 
son to Culbertson, July 16, 1932, NA, 825.00 Revs / 158; Ibid., August 
12, 1932, NA, 825.00 Revs / 183; Culbertson to Stimson, February 25, 
1933, NA, 825.5151/81. 
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on the part of the government and an equal vigor displayed by 
American economic interests was the fight between Standard 
Oil and British petroleum companies in the Near East. Acting 
in close cooperation with the directors of Standard, Hughes used 
many techniques to further the interests of the company, with 
which he identified those of the United States. His slow response 
to the pleas of other American companies for similar help enabled 
him to concentrate on Standard’s requests, as did the Secretary's 
refusal to support the Sinclair Company in the Japanese occupied 
half of Sakhalin Island. When the British and the Dutch put 
road blocks in the way of Standard in Africa, Persia, Turkey, 
and Southeast Asia, Washington undertook retaliatory action in 
the Philippines or in the American market. On other occasions 
it became necessary to participate in international conferences 
to effect the same purpose, as at Genoa and the Hague in 1922-23, 
where Washington's representatives sided with France to forestall 
British negotiations with the Soviet Union.* 


It never occurred to the internationalizers of business that their 
policy could have detrimental consequences for the United States. 
Only the missionaries who asked for help in Turkey were critt- 
cized for that reason. President Harding found it “difficult” to 
be “consistently patient with our good friends of the Church who 
are properly and earnestly zealous in promoting peace until it 
comes to making warfare on someone of a contending reli- 
gion.” ** Perhaps it was only because the results were less dra- 
matic and less visible, and he lacked the necessary imagination, 
but Harding interposed no objections to economic warfare. 
Neither did Hoover or Hughes, who considered it part of estab- 
lishing the conditions under which American business men could 
take care of themselves. 

Though they did not wish to become involved in old fash- 
ioned empire building, Hughes and his successors found it diff- 
cult to avoid such a policy in Liberia. That African nation, long 
a ward of the United States, had been given promises of a loan 
by the Wilson administration in return for a declaration of war 


82 Hughes to Dresel, August 20, 1921, NA, 711.6211/39. 
38 Harding to Hughes, June 24, 1922, NA, 867.4016/607. 
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against Germany. At first hesitant to get the government in 
the money market, and somewhat dubious as to whether there 
was a moral obligation involved, Hughes showed more interest 
when the British and French indicated they would be happy 
to step in and provide the funds. With due regard to America’s 
primary moral responsibility, Hughes also pointed out that the 
loan was “highly important from the standpoint of the proper 
protection and promotion of American commercial interests.” 
Liberia was ‘immensely rich in natural resources’’ and “‘almost 
entirely unexploited,” he added.” 

But Borah, other anti-imperialists, and many other Senators 
shied away from Congressional approval for just these reasons. 
Having in mind the consequences of such loans in Latin America, 
they saw a chance to avoid further trouble. Actually their oppo- 
sition backfired, for they lost any possibility they might have had 
to influence the economic and political consequences of the loan 
by keeping it a government affair. When they refused to go 
along with the bill they opened the door into Liberia for private 
capital, over which they had no control. 

Hoover had meanwhile become very concerned with the loan 
project, thinking of it as a means to crack the British predom- 
inance in the world rubber market. Thus both Hughes and 
Hoover exerted pressure on the Liberians “in the strongest con- 
servative manner possible’ to get them to accept the Firestone 
Company as a substitute source of funds. A “considerable 
amount of suggestive propaganda” was necessary before the 
Liberian Government felt sufficiently secure with its own citizens 
to go ahead with the plan.” 

Success was not forthcoming. ‘“Exceedingly bad’’ by January 
14, 1932, the consequences of the whole business prompted Wash- 
ington to ask the League of Nations to step in and solve the 
problem along the lines suggested by Firestone. “Astonished at 
the severity’” of the terms that had been imposed by Firestone 
and disturbed by the company’s “gross waste of money,” the 

*4 Hughes to Harding, July 29, 1921, NA, 882.51/1299b; Ibid., Janu- 
ary 4, 1922, NA, 882.51/1370b. 
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against Germany. At first hesitant to get the government in 
the money market, and somewhat dubious as to whether there 
was a moral obligation involved, Hughes showed more interest 
when the British and French indicated they would be happy 
to step in and provide the funds. With due regard to America’s 
primary moral responsibility, Hughes also pointed out that the 
loan was “highly important from the standpoint of the proper 
protection and promotion of American commercial interests.” 
Liberia was ‘‘immensely rich in natural resources’’ and ‘‘almost 
entirely unexploited,” he added. 

But Borah, other anti-imperialists, and many other Senators 
shied away from Congressional approval for just these reasons. 
Having in mind the consequences of such loans in Latin America, 
they saw a chance to avoid further trouble. Actually their oppo- 
sition backfired, for they lost any possibility they might have had 
to influence the economic and political consequences of the loan 
by keeping it a government affair. When they refused to go 
along with the bill they opened the door into Liberia for private 
capital, over which they had no control. 

Hoover had meanwhile become very concerned with the loan 
project, thinking of it as a means to crack the British predom- 
inance in the world rubber market. Thus both Hughes and 
Hoover exerted pressure on the Liberians ‘‘in the strongest con- 
servative manner possible” to get them to accept the Firestone 
Company as a substitute source of funds. A “considerable 
amount of suggestive propaganda” was necessary before the 
Liberian Government felt sufficiently secure with its own citizens 
to go ahead with the plan.” 

Success was not forthcoming. ‘“Exceedingly bad’ by January 
14, 1932, the consequences of the whole business prompted Wash- 
ington to ask the League of Nations to step in and solve the 
problem along the lines suggested by Firestone. ‘Astonished at 
the severity’ of the terms that had been imposed by Firestone 
and disturbed by the company’s “gross waste of money,” the 


‘4 Hughes to Harding, July 29, 1921, NA, 882.51/1299b; Ibid., Janu- 
ary 4, 1922, NA, 882.51/1370b. 

85 Foreign Relations, 1925, Vol. II, 427; Barclay to Hood, May 28, 
1925, NA, 882.6176 F 51/43. 
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League doubted that Liberia should remain “financially at the 
mercy of one trading corporation.” Secretary of State Stimson 
replied that it was “quite unfair to attribute to [Firestone} 
oppressive intentions.” *° Quite true in itself, Stimson’s answer | 
was nevertheless the most unhappy defense that could have been 
made. For the whole theory and practice of internationalizing 
business was founded on the assumption that it would auto- 
matically produce increased well-being for all concerned. Stim- 
son’s phrasing of his defense of Firestone in terms of ethics | 
only underscored Washington’s unawareness that the program 


itself had failed. 


8° P. De L. Boal, Memorandum of January 14, 1932, Foreign Rela- 
tions, 1932, Vol. I, 690; Viscount Cecil to Stimson, February 8, 1933, 
NA, 882.01 For Con / 532; Stimson to Cecil, January 31, 1933, NA, 
882.01 For Con / 476. 
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MITAID: 
Waste, International Bickering 


and Some Development 
By Virgil Salera * 


As a result mainly of the early 1957 studies for and hearings 
conducted by the Special Senate Committee to Study the Foreign 
Aid Program, most of the world’s informed observers know 
about the ultra-generous but very unofficial American proposals 
for a long-range policy of large-scale development aid to the 
underdeveloped areas.’ Such a policy is imperative in the national 
interest, we are told. It alone, so the solemn advice runs, gives 
reasonable assurance that the poorer nations will attain the in- 
dispensable ‘‘take-off” to sustained development—become eco- 
nomically airborne rather than crash at the end of the capital- 
scarce runway of existing economic life. W§uthout such a huge 
loan-and-grant program,” a lot of uncommitted nations will go 
communist, especially since the aid proponents are sure that the 
Chinese reds will be spectacularly successful and everybody else 
outside Europe and North America, or nearly everybody, will 
scramble madly to get aboard the Soviet-modeled system a la 





* The American University and the American Enterprise Association. 

1 Center for International Studies, Massachusetts Institute of Technol- 
ogy, The Objectives of United States Economic Assistance Programs, U.S. 
Government Printing Office, Washington, 1957. Much the same thesis 
is presented by the leaders of the M.I.T. group in Millikan, M. F., and 
Rostow, W. W., A Proposal, Key to an Effective Foreign Policy, New 
York, Harper, 1957. Citations below are from the former source. Sec- 
retary Dulles’ April 1957 proposals to Congress for an ‘‘economic devel- 
opment fund,” which bear a partial resemblance to the M.I.T. position, 
will also not directly concern us in this paper. 

* The Congress is always given items of this kind in inverted sequence, 
of course, since the true or most probable loan-aid ratio is deemed to be 
less palatable. 
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imitators of the Schumpeterian innovator. Though the program 
was submitted to the Senate Committee after the bloody Hun- 
garian rebellion, it is interesting to note that it differed in no 
important particular from the pre-Hungary model. 

A Slick Job. We must admit at the outset that the proposals 
to which we refer represent a slick writing job. Drafts of the 
program have circulated in Washington and elsewhere for sev- 
eral years, each improved in the writing, each more impressive 
to the innocent—including the editorial-page writers of some 
newspapers, some former ambassadors, former heads of aid pro- 
grams, and a great number of professional but soft-headed do- 
gooders in various walks of life. 

Before proceeding, I want to be clear about an important 
matter. The congeries of problems facing the underdeveloped 
countries of the free world are as serious as any that exist today, 
excepting only the basic cold war issue with the Soviets and 
their allies. In fact, it is nothing less than the seriousness of 
the development problem that warrants the critical comments 
that are shortly to follow. 

I choose to attach a label to the developmental aid proposals 
with which this paper deals, mainly to economize language—but 
also, candidly, to try to dramatize an issue. I prefer the expres- 
sion MITAID. When I first used this term in discussion with 
specialists in Washington, they discerned a slightly Teutonic 
flavor and wondered if I were trying to enlarge an already 
extensive mass of gobbledygook. Did I want a label that would 
connote the rough equivalent of modern pyramids financed with 
American aid money? MITAID suggested such an interpreta- 
tion. Knowing the organization sponsoring the proposals, they 
also put on their thinking caps to come up with a variety of 
terms that would fit the letters in my label. Misguided Intel- 
lectual Troopers for Aspiring Industrial Developers, as I recall, 
was the expression most popular with these professional imita- 
tors of the Madison Avenue crowd. Seriously, however, the 
term MITAID is used simply as a kind of shorthand for the 
Massachusetts Institute of Technology Development Aid Pro- 
posal, or more specifically, the developmental aid scheme of key 
members of the Institute’s Center for International Studies. 
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The Proposal in Capsule Form 

On Military Aid. Negatively, MITAID sees little purpose 
in military aid, especially where American policy seems to empha- 
size the maintenance of ground-force deterrence against limited 
war. Local political pressures and interests in militarily aided 
areas, rather than expressing satisfaction with the shield, are 
said to be “becoming progressively frustrated by the cast of 
American policy.”"* According to the Cambridge group it is 
long-range economic aid for development that they want, not 
military hardware and accompanying defense support. More- 
over, MITAID alleges that military aid is likely to be far more 
expensive to the United States than large development aid. And 
we are told that the desire of the underdeveloped countries, 
though expressed with greater urgency today, is not new. Even 
Bretton Woods is invoked to serve MITAID’s purpose: thus, it 
is stated matter-of-factly that in 1944 the underdeveloped coun- 
tries—at that time mainly the Latin Americans—"“urged strongly 
that the International Bank be used not merely for medium-term 
reconstruction but also for long-run economic development.” 

The reference to Bretton Woods is a part of the slick treat- 
ment to which reference has already been made. From a reading 
of the document prepared for the Senate by the Center for Inter- 
national Studies, one would get the impression that long-term 
development was an idea that entered the heads of the Amer- 
icans who were the main drafters of the Bank’s charter only 
on the insistence of the spokesmen for the underdeveloped areas. 
MITAID may like to put an incorrect slant on a bit of history, 
but there are too many persons who know the true facts to see 
to it that the Senate will not be fooled. MITAID has enough 
possible logical and rhetorical bases for plugging for develop- 
ment aid without engaging in the business of trying to invent 
history. Even worse, MITAID tries to anticipate history, a 
glaring example being the document’s handling of the recent 
Egyptian situation. It is asserted that if nations are immersed 
in domestic development, they will be well-behaved. “Egypt is 


’ Does not this emphasis smack of much of the flavor of the “agrarian 
reformers’’ view of Mao and Company that was taken by our China experts 
after the last war? 
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a case in point. If at the time of the Naguib revolt, or even 
during the early days of Nasser, America had made a serious 
offer to help Egypt tackle her internal economic problems on a 
meaningful scale, then it is at least conceivable that Egypt would 
by now be a model for the Middle East.” (Italics supplied). 
Well, if you have to put things in terms of the barely conceivable 
your position must be tenuous indeed. How clear it is in retro- 
spect that economic development—so necessary in a country such 
as Egypt—was only one of several convenient pegs on which to 
hang grandiose geopolitical plans of men of the Nasser stamp! 

The “Strategy.” Affirmatively, MITAID consists of statements 
of strategy and suggestions for a large-scale development aid 
program to run over two or three decades. 

The document urges the United States to seek a “strategy of 
resolution” based on two “‘facts”: (1) that a third of the world’s 
peoples (the “uncommitted” nations) are determined to over- 
come economic stagnation * quickly, by whatever means, and (2) 
that the United States is a country of “immense and fast increas- 
ing wealth and hence in a position to deploy abroad substantial 
resources” for other people’s development. MITAID’s purposes 
are best served, of course, by passing off ideas as “‘facts.’” The 
American public, however, appreciates that ideas and facts are 
not necessarily synonymous, as is evident from the record, for 
example, that long chains of reasoning, of which MITAID is 
but a current sample, fail to persuade. The public's sense of 
the relevant will not be long in revealing what is meant by 
“quickly” in the first of the alleged “facts.” As to the second, 
the size of our wealth has nothing to do with the wisdom of 
“deploying” substantial parts of it on any one project or under- 
taking, especially when the case for a particular deployment is 
set forth by means of long chains of reasoning in which various 
premises and combinations of premise-like propositions are of 
dubious validity or irrelevant in the extreme. 


*Some of these nations (non-oil countries of free Asia) are already 
increasing percapita income by 2 per cent a year, but one would never 
know this if one relied solely on the MITAID document and its repeated 
and loose use of the term “'stagnation.”” Is India, for example, ‘‘stagnat- 
ing” to a great power position by 1975? 
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Lip Service Must be Paid. We turn next to the suggested aid 
program. It is not surprising that MITAID pays lip service to 
private foreign investment. But the document quickly asserts 
that private foreign investment cannot do the job. The mere 
absence of self-sustaining growth (see below) “is itself the great- 
est single deterrent to private investment.’ Is this really the 
case? Let us examine the relevant segment of MITAID’s long 
chain of reasoning. “Individual investors,” we are told, ‘‘cannot 
themselves create growth throughout the economy,” so that they 
will not take the risks “where the conditions of vigorous devel- 
opment are absent.” Among the conditions singled out are 
the “lack of related supplying industries and growing markets.” 
As if this link in the long chain is not sufficient, we are also told 
that ‘‘even when individual projects give promise of success, the 
difficulties of transferring profits’ from a stagnant economy will . 
deter private investors.” Finally, projects in the field of social 
overhead capital ° are not attractive to the private investor. 

What is the basis for arguing that vigorous growth is a pre- 
condition of private investment by individual investors? Analysis 
of the matter, including relevant history, shows only that the 
existence of vigorous growth tends to stimulate more private in- 
vestment than might otherwise take place—not that such growth 
is a pre-condition of individual investment. The truth, thus, is 
far from the place on the limb occupied by MITAID. 

Down with the World Bank! The World Bank's position is 
hardly any better than that of the individual investor, if we are 
to believe MITAID. In fact, the indictment of the Bank by the 
men from Cambridge is without parallel in the critical litera- 
ture on that successful institution. Thus, we read that “like 
private investment,’ the activities of the Bank‘ “are carried on 
under conditions which restrict the scope of their operations.” 
* Note the absence of any suggestion that reinvestment may be very 
much worth while, as it is in fact in most cases. 

* Actually, this is only peripheral to the real private investment issue. 

* And the Export-Import Bank. Parenthetically, will not the Moscow 
propagandists relish the well-garnished anti-Bank dish which is here being 
served by M.I.T.? For a recent example of what I mean, see the Soviet 
strictures on the IBRD in International Financial News Survey, May 10, 
1957, p- 343. 
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Of one thing we can be sure: the Bank’s economists aren’t going 
to let MITAID get away with that one! Borrowers, and their 
spokesmen, have always bemoaned the restrictions of lenders— 
so maybe we have less to worry about than MITAID’s admittedly 
strong language suggests. I will only add that it is a colossal 
untruth to claim that the Bank is unwilling to take plenty of 
risks in countries still experiencing slow growth.* Since I be- 
lieve in the division of labor, however, I am sure that the Bank’s 
economists in due time will make appropriate reply. 


Long on Loans and Short on Grants? The issue of how much 
assistance should be provided in loans and how much in grants 
is raised, but MITAID effectively weasles. Superficially, the 
document seems to advocate a high loan-grant ratio; the hedging, 
however, is so clever that the position really adds up to the 
reverse, a high grant-loan ratio. Incidentally, MITAID repeats 
at this point the previous charge that foreign loan repayments 
are a drain on resources available * for internal investment. Ironi- 
cally, a few days after MITAID was released as a Senate docu- 
ment the New York Times’ carried a dispatch revealing that 





to service some large foreign borrowings by India itself for a 
number of years. Clearly, serious questions are bound to arise 


7@ An interesting sidelight on the Bank and the concept of economic 
development is afforded by some recent experience of the Bank’s mission 
to Argentina. Because Argentina is in a bad way owing to years of eco- 
nomic neglect and mad policies, she is so sensitive to foreign in npressions 
that her officials took pains to point out to the Bank that any assistance 
which may result from the mission’s work must be classified as ‘‘recon- 
struction” and not ‘‘development’’ lending! In other words, Argentina 
is already developed. This, I submit, is a remarkable jleitinn ane if 
there be a precedent for it in the Articles of the revised GATT. 

® Two observations are in order. First, the original investment obvi- 
ously was an addition to local resources for development, and most invest- 
ments yield much more than the repayment obligations. Why does 
MITAID mention only one side of the story? Second, it is clear that 
the more important the resource-availability test in a MITAID-type pro- 
gram, the greater the tendency will be to use grants instead of loans. 


MITAID is thus internally biased strongly in favor of grants. The scheme 


is biased in the same direction in several other places, as will be indi- 
cated below. 
8 March 13, 1957. 
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as to why the United States should be solicitous of resource 
availabilities if one of the world’s most necessitous borrowers vol- 
untarily deprives itself of resources for development (or their 
equivalent). All experienced hands should know that this kind 
of problem is only one of many that will plague a MITAID- 
type policy. 

Let us spell out the point with a few additional illustrations. 
(1) If a regional UN agency enters the picture to urge that 
the aid formula compensate for largely irrelevant (economically 
speaking) and mechanically-determined terms of trade how is 
such emotion-laden business to be disposed of? (2) The execu- 
tive branch of Country X (actually a Baghdad Pact nation) 
seriously tries to seek internal financial stability while carrying 
out a development program but is thwarted by its legislature, 
which insists upon operating at a sizable deficit in the knowledge 
that the United States will pick up the tab. How long should 
we provide aid to the country? (3) If the most democratic 
South American republic pleads inability to service a reasonable 
volume of foreign loans for financing, say, essential public serv- 
ice facilities partly because it has no income tax and loosely en- 
forces its inheritance tax (as is actually the case), should it be 
entitled to as much MITAID as other countries, otherwise simi- 
larly situated (including balance of payments factors themselves), 
but which operate a better fiscal system? (4) Should two na- 
tions, in an identical situation except that only one effectively 
engages in the promotion of its long-term export position, re- 
ceive a like amount of grant aid under a MITAID-type formula 
even though one’s investment-service capacity is deliberately being 
minimized because of its policy toward the promotion of exports ? 
(5) If India spends relatively lavishly in Kashmir in an effort 
to win the people’s political affections, should MITAID make 
good the resulting loss of development resources in India proper? 
(6) If Brazil's oil policy subtracts substantially—the sums in- 
volved run into hundreds of millions annually—from potential 
deevlopment resources, should Uncle Sam (Sap?) merely wink 
at that fact and ladle out free capital for development? (7) If 
the left-wing ruling group in Bolivia maintain a “‘window- 
dressed” government mainly to win greater grant aid from the 
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United States, should American policy reflect the rea/ situation 
or provide aid without regard for the obvious window dressing? 
This question takes on special importance if one little-known 
fact is noted: that U.S. aid is the source of almost ha/f of the 
Bolivian government's revenue.” (8) We may also cite the 
sad case of Chile, the latest maneuvers of which may well reflect 
a poorly thought-out United States policy toward neighboring 
and inflation-ridden Bolivia. After making only a partial—though 
admittedly a good first-step (partly on the basis of an expensive 
Klein-Saks survey)—monetary and fiscal effort to deal with her 
classic inflationary mess, Chile has seriously claimed, through 
her ambassador to the United States,’ that she needs American 
grant aid to inflict a “fatal blow” upon her inexcusably unstable 
financial situation. Is the United States going to embark on 
aid programs to “cure’’ domestic inflations, which reflect little 
other than irresponsible domestic monetary and fiscal policies? 
Are we going to replace resources deliberately lost to the Chilean 
economy because of toleration of persistent inflation by way of 
taxpayer-provided United States aid? (T. W. Schultz has already 
spoken eloquently on the relation between Chile's inflation and 
the lack of growth there; and the Chilean Fomento Corporation 
has recently measured the decline in national income (in 1950 
prices) at 18 per cent between 1953 and 1956). MITAID views, 
stretched a bit within the framework of the very elastic idea of 
“self-sustained growth,” could quite easily be invoked to ration- 
alize just such an insane economic policy toward Chile and the 
many future Chiles. One could develop a long list of such 
far-from-academic questions. 


Multilateral—No, but Maybe. Satisfied that it has made an 
overwhelming case for large-scale long-term development aid, 
MITAID proceeds to outline the channels through which aid 
should be provided. It opposes an international aid agency, at 
least in a nominal sense, perhaps because it has learned the 


10 See Roger A. Freeman, The Revenue Problem of Bolivia, La Paz, 
March, 1957 (mimeo), p. 5, where aid is shown to have amounted to 
47.5 per cent of total government expenditures during 1954-56. 

11See the statements of Ambassador Puga, New York Times, 
May 9, 1957. 
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lesson of SUNFED. Rather, it states that the United States 
should grant aid bilaterally, but within an institutional apparatus 
that would confine itself, ostensibly, to nothing more than de- 
bate—that is, there would be room for formal international 
machinery for consultation between aid-extending and aid-receiv- 
ing nations. I submit that this too is part of the slick treatment. 
The simple truth is that bilateral aid within a so-called multi- 
national consultative framework is likely to take the shape of 
multilateral aid in fact—unless all relevant experience is devoid 
of guidance value. And we have ample experience of the indi- 
cated kind. In this connection, MITAID’s desire to make a 
case in international terms is interesting insofar as it invokes 
some alleged experience involving the Organization of Amer- 
ican States. Thus, we read that “the Organization of American 
States has taken some part in the planning of servicios [Point 
Four technical operating missions} with individual Latin Amer- 
ican countries.” This is not true. The OAS indeed carries out 
a few very routine operations of its own involving training cen- 
ters, but it has nothing to do with the planning or performance 
of the servictos—which parenthetically, is probably a good thing 
for the servicios. 

So far we have dealt largely with preliminaries, though the 
discussion of them in MITAID consumes 55 pages of a 71-page 
document. It is when the reader gets to the critical matter of 
the criteria for allocating aid that he sees—after close analysis— 
the weakest part of the plea. I must emphasize the key words 
“close analysis.’ As a performance in sheer logic, the work seems 
to be impeccable—as one should expect from a patiently polished 
bit of writing. To the uncritical, unfortunately, the case for 
MITAID is likely to have been made before this part of the 
document is reached. 

On the Criteria for Allocating Aid. MITAID’s disarming 
technique is at work at the outset of the discussion of allocation 
criteria. Thus, we read that “the function of outside capital 
in a development program is not directly to raise standards of 
living in the recipient countries but to permit them to make the 
transition from economic stagnation to self-sustaining economic 
growth.” Note the load placed on the word “directly.” “The 
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overall aim of development aid is not to equalize incomes in 
different countries but to provide every country with an oppor- 
tunity to achieve steady growth. Air should continue not until 
a certain income level is reached in underdeveloped countries 
but only until these countries can mobilize a level of capital 
formation sufficient for self-sustained growth.” 


Who is unlikely to find much that is objectionable in principle 
in such a formulation? But there is a worm at the core of the 
apple. It may be seen by visualizing the principle in terms of 
the illustrative example which MITAID obligingly provides im- 
mediately following the cited generalizations. ‘“To give a numer- 
ical example,” reads the document, “/f a country has a population 
increase of 1.5 per cent per annum, if an adequate rate of growth 
is judged to be 2 per cent per annum per head, and /f 3 units 
of investment are required to produce 1 unit of additional in- 
come, then to achieve this rate of growth requires foreign aid 
until the country has reached a point where it can invest each 
year in its own growth at least 10.5 per cent’ of its annual 
output. When it can do this it no longer requires foreign help 
to maintain the development process.” (Italics supplied). 


MITAID might have retained a more persuasive flavor if this 
cat had been kept in the bag. To the experienced hand the cited 
example adds up to the following: Once the United States has 
embarked on a MITAID program it will be largely at the mercy 
of foreign manipulations of such a formula—unless the United 
States is prepared to terminate aid and suffer the sad political 
consequences that would stem from such an act and the poor 
foresight which got us into an unfortunate program in the first 
place. This statement summarizes the main technical weakness 
of MITAID. I make it in the light of a combination of eco- 
nomic logic and experience in connection with allocative aspects 
of highly relevant Marshall aid, an important operating unit 


‘2 If population growth is put at 2 per cent, if income growth is judged 
to be eae only at a 3 per cent rate, the capital-output ratio remaining 
at 3:1, the self-sustaining growth rate of savings is increased from 10.5 
to 15 per cent. If the planners can agree only on a 4:1 capital-output 
ratio, the necessary savings rate is further raised to 20 per cent. And so on. 
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in the Point Four program, and the economics and development 
work of an international agency. 

We can be sure under the unforeseeable but reasonably certain 
political exigencies of a MITAID-type program that population 
growth will tend to be overstated from period to period (though 
this is an area likely to involve only minimal distortion), that 
the annual economic growth factor deemed to be “adequate” 
will systematically err on the high side, and that the capital-output 
ratio will be manipulated (in effect) to ‘‘justify” the highest 
ratio that can conceivably be squeezed out of inadequate data 
and analysis.’* Anything less will be likely to earn for its spon- 
sor, especially if he speaks for the recipient side, the opprobrium 
of settling for a lot less than could have been extracted from 
the “rich Americans,” of being complacent about poverty in 
underdeveloped countries, and of being indifferent to the “mo- 
nopoly” basis (Marxian fashion) of wealth in the aid-granting 
nation. 


The Horrible ECLA Precedent. ‘To illustrate my point, let 
me cite one phase of what would probably be a typical exercise. 
We may say that MITAID is formally on record, at least by way 
of the illustrative example which it cites, as being more or less 
satisfied with a 2 per cent annual rate of growth in per capita 
income. But the acceptable growth rate is an element that will 
be determined in practice not by the formulations of economists 
from Cambridge but by the play of political variables and the 
State Department's reaction thereto.'** The growth target could 


‘8 The capital-output ratio, properly employed by an aid-recipient coun- 
try, requires no less than an examination and careful assessment of the 
way the nation is using its resources. In particular, it requires a delicate 
examination of policy with respect to agriculture in relation to industry. 
Experience in the Italian Mezzogiorno is of some relevance in this con- 
nection. Thus, Ercole Calcaterra,.in an outstanding essay on applied 
development economics, finds that most appraisals of Italian capital 
requirements err on the high side because they play down agriculture and 
thus favor relatively highly capitalistic processes. See his “L’Alternativa 
Agraria All ‘Industrializzazione nello Slivuppo Economico del Mezzogi- 
orno d'Italia,” in F. Vito (editor), 1 Problemi dello Sviluppo Economico, 
Milan, 1956, p. 155. 

188 The public probably doesn’t have the faintest idea how much easier 
it is for the Department to help speed development by promising more 
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easily become, say, the outrageous one which the Prebisch ™ 
group at the United Nations Economic Commission for Latin 
America—with which one prominent expert on the MITAID 
group served as a “brain” for a considerable period—publicly 
paraded in its confused “planning guide,” the oblivion-deserving 
publication Analyses and Projections of Economic Development 
I. An Introduction to the Technique of Programming.’ The 
ECLA target set forth in this publication is not some superficially 
low percentage rate but no less than a real income level one-third 
that of the United States. The Latins would only “need” Amer- 
ican aid of $3.2 billion yearly for a mere 14 years. I submit 
that no more arbitrary maneuver has ever been made in the name 
of ‘‘science.”” And I predict, for what it may be worth, that a 
MITAID approach could easily involve unforeseeable arbitrari- 
ness of a relative magnitude no smaller than this, the resource 
equivalent of which could be many billions a year of American 
output over and above the deceptively ‘modest’ amounts which 
MITAID claims will do the job.” 


of ‘the American taxpayers’ money than by doing unpleasant held work 
and hard thinking to show weaknesses in domestic resource-use. The for- 
mer is sure to be favored also because of the officials’ understandable 
desire to avoid actions that may evoke charges of undue interference in 
the internal affairs of the country to which they are accredited. But we 
might as well learn to live with the facts of life, one of which is that our 
assistance will be the more efficiently rendered the more often we move 
to the brink of interference-criticism. To illustrate: can anyone imagine 
the American embassy in Rio taking anything like the World Bank’s posi- 
tion on development financing for Brazil, given the circumstances in that 
country, when there is an easy and pleasant way out for all but the Amer- 
ican taxpayer? 

Incidentally, what interpretation is to be placed upon the coincidence 
that on the day that Secretary Dulles was making his second bid for his 
“economic development fund” before a Senate committee Pakistan’s 
Finance Minister, Mr. Amjad Ali, announced in Karachi that his country 
should ‘‘face grim realities,” stop depending so much on American aid, 
and ‘‘get on its own feet’’ as quickly as it can? New York Times, May 23, 
1957. Would the Minister have ‘made his remark if he could have 
counted on a MITAID-type program? We could do worse than to ponder 
such a query. 

'4 Significantly, it is reported in Washington that Prebisch, on reading 
the MITAID document, remarked that it was the best thing ‘he had seen 
on the subject. 

15 United Nations, New York, 1955, p. 11. 
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Enter Savings and “Absorptive Capacity.” Probably because 
MITAID anticipated reactions of the kind that are bound to 
flow from a reading of ECLA-type targets, it is quick to assert 
that there are fairly rigid limits to aid under its formula. The 
chief such limits are said to be found in the rate of savings and 
in the “‘absorptive capacity’’ of an economy for new investment. 
To qualify for continued aid the recipient nation has to show 
success in generating an increasing rate of domestic saving and 
investment. Specifically, the recipient has to demonstrate that 
it is able to raise its marginal rate of savings for otherwise it 
is likely to need aid—and increasing amounts of it—forever. 
Query: will aid continue if the recipient manages, because of 
inappropriate policies, barely to increase marginal rate, so that 
aid will be needed almost indefinitely ? 

MITAID is confident that most underdeveloped countries have 
very limited absorptive capacity. This struck the present writer 
as a surprising thing, given especially the amorphous grant-loan 
mix that is being peddled (with its putty-like “‘loans”). The 
alleged limits, “some fairly easily measurable, others intangible 
and elusive,” comprise nonavailable raw materials, insufficiency 
of power or transport, the lack of skills in the work force and 
a paucity of management people, an inadequate market, bottle- 
necks arising from attempts to do too many diverse things at 
once, the lack of an appropriate development consciousness of 
the people, unwillingness to take sufficient long-term risks, and 
so forth. The absence of a well-worked-out overall central plan 
or program is also (and very significantly) classified as a limit 
to absorptive capacity. Ideally, according to MITAID, the “‘pro- 
gram (plan) will elaborate in detail the public sector and form 
an estimate [Indian style?} of the probable private sector, includ- 


16 Just imagine, if you will, how international debate would rage if a 
few “Myrdal factors’ were introduced. Suppose, for example, that the 
spokesman for the underdeveloped countries insisted that an aid formula 
be devised that called for grants equal to a sizable fraction, say 20 per 
cent, of the defense expenditures of the advanced countries. Wouldn't 
the Kremlin exclaim with glee in such a situation. On the relation be- 
tween ‘‘desirable” aid and defense, see G. Myrdal, An International Econ- 
omy, New York, 1956, p. 123. The suggestions for mischief-making 
contained in the Myrdal book are astoundingly numerous. 
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ing incentives for its desirable extent and directions.” (Italics 
supplied.) 

These “limits” should take a prize of some kind, particularly 
in the light of MITAID’s strong indictment of the World Bank 
and its approach to lending. If one makes a run-down of the 
specific “limits”, he will see that they have very elastic properties 
that could be made to give, bend and distend in such ways as to 
be consistent with multi-billion yearly grant programs. For in- 
stance, is an underdeveloped country likely to accept a ruling 
against a grant-financed steel mill because it lacks good coking 
coal or has little if any good iron ore? If the country is impor- 
tant to Soviet purposes, are the men in the Kremlin going to 
agree with Washington (by refraining from raising false hopes 
of Russian-supplied equipment) that a steel mill is uneconomic 
for raw material reasons, and thus behave politically so as to help 
enforce fairly good principles of resource allocation? How naive 
does one have to be, anyway? 


And to allege that the insufficiency of power and transport 
will limit a nation’s capacity to absorb aid provokes me to laughter 
until I pinch myself and remember that spending in billions is 
nothing to laugh about. Why, power and transport are the very 
fields in which most underdeveloped nations could absorb capital 
on engineering grounds until every American is blue in the face. 
Could it be that the MITAIDers, working in a technological 
institution, forget to relate power and transport to the lack of 
local engineers? But would countries that could otherwise qualify 
for grants under the extremely generous program cease to press 
their case because they had to go outside to get the engineers? And 
so down the MITAID list of largely fanciful limitations. Again, 
we see that it is likely to be sheer politics, not technical matters, 
that will call nearly every aid tune.’’ God help us if we once 
get started on politicalaideering. 


17 It is true that a few pages later the document again addresses itself 
to the limits of absorptive capacity, this time in terms of a pair of fac- 
tors: high income per head, and large single projects. MITAID rules 
out much aid to nations, such as those in Latin America (actually, some 
are as poor as the poorest in the world), with relatively high incomes; 
it would also rule out much aid to nations that did not carry out well- 
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On planning and the permitted scope of the private sector, I 
need only say this: It should be an eye-opener to see the way 
India, MITAID’s pride and joy (admittedly an important coun- 
try), hogs most of the field of industry and mining for monop- 
oilzation by government.’* Will Americans pour out extra 
billions to satisfy some foreign bureaucrats’ preference for an 
ideological, rather than a pragmatic, basis of dividing industries 
between the government and private sectors, and thus putting 
in valid claims (by MITAID criteria) for large amounts of 
American resources mainly on a grant basis? We do not wish 
to dictate other peoples’ form of economic organization, but 
neither do we want others to dictate to us how we are to use 
our resources. 


The Upshot. 1 hope I have established the presumption that 
a MITAID-type approach to the problem of economic develop- 
ment is likely to do two things above all else—(1) create untold 
bickering and troubles for American foreign policy and (2) prove 
costly beyond dreams. 

We are likely in any case to have our troubles and then some, 
for which the men in the Kremlin will spare no effort. It will 
cost us plenty to deal with troubles that are not of our direct 
making. This is not to say, of course, that we should be indif- 
ferent to the feelings and aspirations of peoples in underdevel- 
oped lands. As our history abundantly shows, we have not 
assumed such an attitude to date, and there is nothing in the 
record to suggest that we will change course. The simple fact 
is that we have enormous room for maneuver and for assistance 
to other people more or less within existing patterns of our 
economic relations with the underdeveloped countries, notwith- 
standing MITAID’s allegations to the contrary. We (our gov- 


diversified programs with substantial national administration and man- 


agement. 

To my mind, this part of the document is more of the slick treatment, 
since the concepts are too elastic to be likely to constitute obstacles to the 
receipt of abundant aid, given MITAID’s precepts and its general philos- 
ophy of working to achieve self-sustained growth on a rapid basis. 

18 See Reserve Bank of India, Report on Currency and Finance, Bombay, 
1956, Appendix II, “Industrial Policy Resolution,’ Schedules A and B, 
pp. 92-98. 
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ernment and our private investors) offer help on a mutually 
advantageous basis in myriad ways; and we don’t create situa- 
tions that provoke inhuman Hungarian rebellions. We can be 
sure that most people in the underdeveloped areas know about 
both of these facts in a general way. 

The blank-check technique has never worked and never will. 
Realities are such that cases have to be decided on their merits 
and in the light of a guiding philosophy that has met the human 
and technical tests of experience. 
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Some Problems of Industrial 


Development in Puerto Rico 


By David F. Ross* 


Puerto Rico is frequently referred to as a laboratory of economic 
development. It is, certainly, a place where experiments are 
undertaken, and where the results are studied by specialists in 
this field. But these experiments, like all experiments in eco- 
nomics, bear only the most casual resemblance to scientific 
method, because they are carried out without control. There is 
absolutely no way of isolating a variable and studying its effects 
apart from those of another variable. We can try things out, 
and tell whether afterwards we are satisfied or dissatisfied with 
the conditions that exist; but we can never know whether or 
to what extent the things that we tried were responsible for 
bringing those conditions ino existence. There is always, there- 
fore, room for disagreement, even among the specialists who 
have studied the experiments and their outcomes; and on some 
questions, the difference of opinion is marked. It is these prob- 
lems—the problems which have been the subjects of inconclusive 
and controversial experiments—with which this paper will be 
concerned. 

A fairly uncomplicated one which, nevertheless, will serve to 
illustrate the method of selection, is the “absentee ownership” 
problem. Absentee ownership is one of the most commonly 
recurring villains in economic folklore, and particularly in the 
economic folklore of economically backward peoples. Puerto 
Rico is no exception to this. The legislative charter of the Puerto 
Rico Industrial Development Company directs it to give prefer- 
ence to local investors. The tax exemption statute exempts income 


* Office of Economic Research, Economic Development Administration 
of Puerto Rico. 
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in the form of dividends paid by exempt corporations except 
where the dividends are paid to non-residents—and the latter 
are taxed at a rate sometimes higher than Federal tax rates. 
Since Puerto Rico is bound by the Federal Constitution in many 
respects to give equal treatment to all U.S. citizens, whether 
residents of Puerto Rico or not, its laws do not discriminate to 
nearly the extent of those of most Latin American republics, 
for example. But there is no doubt that the architects of the 
industrialization boom of the '40’s and '50’s hoped and expected 
it to follow a course different from that of the sugar boom of 
the first quarter of the century, when so much of the agricultural 
wealth of Puerto Rico passed into absentee ownership. 


From the beginning, however, it has been recognized that there 
were at least two serious barriers to industrialization through 
local private ownership of productive resources: the insufficiency 
and the conservativeness of local private capital. More recently 
a third major barrier, perhaps more serious than the first two, has 
come to be recognized: the need for certain kinds of know-how, 
brand names, established marketing outlets, and so on, which 
can be attracted only as adjuncts to equity investment. 

Here, then, are the elements of the first dilemma. On the 
one hand, there is an economic zenophobia which is not entirely 
irrational; on the other hand, there is the plain impossibility 
of industrializing without rather large doses of outside capital. 
What decision has Puerto Rico made? How was this decision 
arrived at? Has it been, or should it be, regretted? And what 
trend is evident into the future? These are the terms in which 
this and the remaining problems which are the subject of this 
paper will be discussed. 

In this particular case, the explicit refusal to choose was equiv- 
alent in effect to the choice of one of the alternative courses. 
Willingness to sell arms to all comers, for delivery in their own 
ships, is neutrality only in a special sense when one belligerent 
is effectively blockaded by the other. Similarly, impartiality as 
between local and outside capital, in a situation where local 
capital is scarce and reluctant to participate, is equivalent to an 
outright preference for outside capital. The basis for this policy 
was the completely rational doctrine that any job—even a job 
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in a factory owned by non-residents—was better than no job; that 
we could not afford to be choosy. The result has been that about 
85% of the plants which have been established are the property 
of people who are not Puerto Ricans. The oft-heralded evils 
of absentee ownership are not, however, evident. The so-called 
mainland plants are no less generous as employers than the local 
plants; they reinvest their profits locally; they keep out of local 
politics. Some of them, like General Electric, Carborundum, 
Remington Rand, are respectable and well-known corporations 
whose shares are traded on the Stock Exchange. Puerto Ricans 
are free to buy these stocks, and ‘‘nationalize’’ these companies 
in just the same manner that most of the formerly absentee- 
owned sugar property has now been “repatriated.” In many 
cases of smaller firms, the ‘‘absentee’’ owners have become Puerto 
Rican residents, whether because of the need for personal man- 
agement, the tax incentives, or the beauties and comforts of 
Puerto Rican life. 

Despite the apparent vindication of the policy of non-discrim- 
ination, however, there has been cause to regret its adoption, 
and a tendency toward greater favoring of local capital is becom- 
ing apparent. From an attitude that local investors could be 
trusted to find the development agency themselves on this small 
island, the policy has shifted to one of hunting out and cajoling 
local people who might conceivably be persuaded to undertake 
or expand industrial operations. The plants established by these 
means tend to be smaller than the average, to cost more to per- 
suade, and to require more assistance to keep in operation. But 
the reason for this new policy is not economics, but public rela- 
tions. Despite being the only major government program that 
is tending substantially to raise income, create better jobs, and 
increase the source from which government revenues are drawn, 
the industrialization program suffers from extremely bad local 
public relations. The bias is revealed by such questions, fre- 
quently heard from educated people, as ‘‘Wouldn’t it be better 
if local firms were eligible for tax exemption, too?” (Actually, 
of course, the tax exemption law has aways applied impartially 
to firms regardless of their origin). It is revealed by the relative 
emphasis that is given to failures of firms brought to Puerto 
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Rico under the industrialization program. (Actually, in view 
of the normal mortality of manufacturing businesses and the 
strangeness of the Puerto Rican climate to most of them, there 
have been remarkably few failures. But the impression is cur- 
rent that there have been “hundreds,” and that the government 
has lost large amounts of money as a result). The bias is evi- 
dent, too, in such common misconceptions as that the devel- 
opment agency is staffed largely by mainlanders, or that its policies 
are determined largely by the mainlanders on its staff. This 
situation is only superficially harder to understand when we con- 
sider that the industrialization program has extremely good public 
relations throughout the rest of the world. 

The principal significant effect is that this extremely successful 
and extremely beneficial program, which still has a tremendous 
amount to accomplish, and which is Puerto Rico’s only hope for 
a materially better life, cannot get increased appropriations. Only 
by actually running out of money, and making commitments 
that could not otherwise be honored, has the Development Com- 
pany been able to obtain an additional capital appropriation; 
and the Development Administration, which depends on the 
Legislature for its annual operating expenses, is in perhaps an 
even worse position. In the first six years since the Development 
Administration was established, the total annual revenues of the 
Commonwealth Government increased by about $60 million, pri- 
marily because of the industrialization program; yet only about 
$1 million of this went to increase the operating budget of 
that program. 

Against this background, the diversion of sorely needed funds 
to an expensive and relatively unproductive program to promote 
locally owned industrial enterprises can be understood. Perhaps 
if such a program had been carried out from the beginning, 
with well publicized discrimination against outside capital, the 
Development Administration would today have a budget of 
$10 or $20 million with which to face the future, instead of 
the less than $5 million which is still the best it has been able 
to achieve. Less good would have accomplished. dollar for 
dollar, but in the aggregate it might be possible to do a great 
deal more. 
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A second problem, similar in type to the first, is that of public 
enterprise. Puerto Rico’s industrialization program started with 
a government-owned cement plant, and this was followed closely 
by government-owned glass container, cardboard, ceramics, shoe, 
and textile plants. In 1950, the majority of these were sold, 
in a $10 million package, to a local industrialist, dramatically 
ratifying a policy shift which had actually taken effect three 
years earlier. Since then, the program has been carried out 
entirely on the basis of private enterprise. Even where, as in 
the case of the textile plant, the facilities are still owned by the 
government, they are leased on a long-term basis to a private firm. 

The reasons for this shift are only partly to be found in prob- 
lems that arose in connection with the program of public enter- 
prise. It was not until after the war that a program based on 
private enterprise could be undertaken. The fact remains, how- 
ever, that in the beginning public enterprise was thought of, not 
as a temporary expedient, but as a superior means of assuring 
public benefit. Today, despite protestations that there is no 
policy against public enterprise, and that it will be undertaken 
whenever it appears the best way to achieve a desired end, the 
fact is inescapable that it never is undertaken. Justifiably or not, 
there is no doubt that if the Development Company today be- 
came the entrepreneur of a manufacturing operation, it would 
be generally regarded as a departure from established policy. 

At least half a dozen different good reasons have been given 
at various times as accounting for the (apparent or real) change 
to a policy of no governmental entrepreneurship. Although usu- 
ally presented as alternative explanations of an observed phe- 
nomenon, there is no real reason to assume that these are mutually 
exclusive. The probability is that all of them played some part 
in the decision-making process. One common reason, often cited 
officially, is that it became evident that there was not and could 
not be enough government capital to make a dent in the unem- 
ployment problem of Puerto Rico, and that the government- 
operated factories were liquidated to provide a fund that could 
be used to catalyze a much larger fund of private capital. This 
accounts satisfactorily (and accurately) for the discontinuance 
of the policy of establishing new government enterprises, but it 
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is sometimes pointed out that it does not account adequately 
for the sale of the already established enterprises, since they 
were sold on time, and not converted into a fund of liquid cap- 
ital except gradually, over a period of years. It contributes to 
the explanation, nevertheless. The $10 million became avail- 
able for reinvestment over a relatively short period of time, and 
it was needed during that period. But there are other reasons, 
too. One of the most obvious is that the enterprises were losing 
money—all but the cement plant, that is. Whether or not this 
unprofitability was connected causally with government opera- 
tions, it accounts for a certain disenchantment on the part of 
the Development Company. And there were troubles connected 
with the government’s role as entrepreneur. For one, a gov- 
ernment which derives its support from the working classes is 
in a very weak position for bargaining over wages with em- 
ployees—for the employees are also, in the last analysis, the 
controlling stockholders. For another, the government felt an 
obligation not to enter fields already occupied by privately owned 
enterprises, and this prevented the Company from taking certain 
steps that were dictated by purely economic considerations. In 
particular, it prevented the establishment of a container plant 
in connection with the paperboard plant, a deficiency which was 
corrected as soon as the enterprises passed into private owner- 
ship. And finally, the management of the Development Com- 
pany found that the operation of half a dozen manufacturing 
establishments made demands on its time which were inconsistent 
with its broader role in the economy. 

Several years have now passed since the last of the govern- 
ment plants was sold, and there is still no evidence of an inclina- 
tion to resume the entrepreneurial function. It is probable that 
if a determined effort were to be made to avoid the evils of 
absentee ownership, while still maintaining the industrialization 
program, a large part of the gap would have to be filled by 
government enterprise; but this is purely theoretical. Despite 
the effort to attract local capital, there is no effort to discourage 
absentee capital, and no indication that such an effort is con- 
templated. And except in that unlikely case, a policy of govern- 
mental operation of manufacturing establishments would merely 
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prevent a more economical use of government capital and execu- 
tive manpower, as in the past. 

A third problem which has been faced is that of the local 
market. The idea is a persistent one in economic thinking that 
it is bad to import, and this had an important place in the 
early planning of Puerto Rico’s industrialization program. All 
of the original government plants were designed to manufacture 
for the local market, and although this thinking has become less 
influential, it is still regarded as a point in favor of any new 
enterprise if it is expected to serve the local market. Partly 
this represents the traditional monetary bias of economic think- 
ing, whereby the term “unfavorable” is applied to a balance of 
trade in which imports exceed exports. The inflow of goods 
means an outflow of money, and we are supposedly poorer if 
we have less money, even though we have more goods. But 
it is more often verbalized in terms of two other factors: depend- 
ence on the U.S. economy; and the cost of living. 


Dependence, in this context, does not mean dependence on 
the generosity of an imperial power, or of a child on a parent. 
That is a whole other question, which need not be entered into 
here. It is really interdependence in the sense that consumers 
and producers are interdependent; but when one of the trading 
partners depends 50% on the other, while the other depends 
only 1/10th of 1% on the first, then obviously the relationship 
is more vital to one party than to the other. Small countries 
within the economic orbits of large countries are always sensi- 
tive on this point. They have very long memories regarding 
depressions, changes in tariff policy, and like developments in 
the larger countries. The cost of living factor is a more special 
one. Almost anyone in Puerto Rico will tell you that prices 
are high here because everything has to pay freight from the 
United States. How this reasoning can persist so long, in the 
face of all the readily available evidence to the contrary, it is 
difficult to imagine. It is well known that it costs between $100 
and $200 to ship an automobile between Puerto Rico and the 
mainland, and that the difference in price is several hundred 
dollars. Local stores carry competing local and imported brands 
of the same product side by side at the same price, or with the 
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imported brand at a lower price. Anyone purchasing a Sears, 
Roebuck appliance is free to compare the price in the local 
retail outlet with the catalogue price plus freight, to convince 
himself that it takes more than freight to make a cost of living 
high. But the idea persists, and serves to reinforce the common 
preference for manufacture for the local market. 

In the face of this, the industrialization program has gone 
from a 100% local market oriented beginning to a probably 
75% U.S. market orientation at present. Again, as in the case 
of the absentee-ownership problem, the present policy is not 
really a policy at all, but merely the natural result of having no 
explicit policy. There are limitless opportunities for manufac- 
ture for the U.S. market; the local market consists of too few 
people, with too little income. Local market oriented opera- 
tions can be found which are feasible, but it requires a good 
deal of research, planning, and experimentation; export market 
oriented operations are established in Puerto Rico by the dozens 
in the time it takes to work up one local market project. And 
imports now take about half of the rapidly rising Commonwealth 
income, generated by the booming export industries. 


In short, the Puerto Rican economy is becoming more and 
more dependent, in the interdependent sense, on the U.S. Many 
people, including some influential people, deplore this tendency. 
There is no indication, however, that policy will be changed in 
such a way as to reverse the trend. Even a prudent man does 
not stop digging gold out of his back yard just because some 
day it may be gone. It is true that Puerto Rico would be in a 
tragic position if the U.S. economy were to collapse as it did 
in the 1930's; but complete insurance against this risk could 
be purchased by Puerto Rico only at the cost of a starvation 
level of living; and on the other hand, the only hope of a 
really decent level of living for Puerto Rico is. by digging in 
the gold mine of the U.S. market. 

A word should perhaps be introduced at this point in caution 
against the drawing of either-or conclusions. A permissive policy 
toward absentee ownershcip does not preclude local enterprise; 
neither does a permissive policy toward export manufacture pre- 
clude manufacture for the local market. And while the hordes 
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of mainland prospects are being gathered in and processed 
in the offices of the development agency, inconspicuous work is 
going on to bring together local capital, local enterprise, local 
resources, and the local market. Such opportunities will increase, 
as incomes rise, as industrial attitudes are developed, and as a 
new middle class emerges. 

There remain a couple of problems which, either because of 
their inherent characteristics or because of the time, seem more 
fraught with trouble for the industrialization program than any 
whihc have been discused so far. One of these is the tax exemp- 
tion problem; the other is what might be termed the problem 
of the wages-income spiral. 

The tax exemption problem is really the taxation problem. 
As long as a firm remains tax exempt, it presents no problem; 
but will it, when the time comes, remain to pay its taxes? Not 
once, to date, has this question been tested—and there are now 
perhaps 450 exempt firms operating in Puerto Rico. Virtually 
none of the new plants that have been established under the 
industrialization program have failed to gain the advantage of 
tax exemption. Their reaction to its expiration is, therefore, 
of crucial importance; and there is absolutely no evidence the 
objectivity of which can be trusted. 

Briefly, the background is as follows. The first point is that 
Federal taxes are not collected in Puerto Rico. The reason usu- 
ally given for this is the venerable American principle of ‘‘no 
taxation without representation.” Puerto Rican residents may 
not vote for the office of President of the United States, and 
have no voting representative in Congress. Of course, in fact 
there is no American principle of “no taxation without repre- 
sentation’’—ask any resident of Alaska or Hawaii, not to mention 
the District of Columbia—but the fact remains that, for what- 
ever reason, residents of Puerto Rico pay no Federal taxes. 
(There are minor exceptions, but for our purposes they may 
safely be ignored). This leaves available to the Commonwealth 
government a revenue source which is largely denied to the fed- 
erated state governments, and the Commonwealth government 
has responded to this challenge by levying its own graduated 
corporate and personal income taxes, which differ from the Fed- 
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eral taxes but whose rates are of the same order. Persons in 
the lower brackets pay lower taxes in Puerto Rico than they 
would under Federal jurisdiction, and corporations in all brackets 
pay at lower rates. Still, the taxes are not insignificant. The 
special gimmick is, however, that these taxes are completely under 
the control of the local government. When the state of Mis- 
Sissippi grants tax exemption to attract new industry, it is able 
to grant exemption from only a small fraction of the total 
taxes that must be paid by a firm in Mississippi, because it can- 
not grant exemption from Federal taxes; in Puerto Rico, when 
the local government grants tax exemption it grants 100% ex- 
emption. Of course any foreign government can do the same, 
and some have; but a firm locating a plant in a foreign country 
pays duties on its shipments to the U.S., deals in a currency 
which may depreciate or be frozen, and removes itself from the 
protection of the U.S. constitution. In Puerto Rico, on the 
other hand, the firm finds all the comforts of the U.S. tariff 
system, currency and banking system, and constitution — but 
for free. 

Naturally, especially in view of the U.S. businessman's well- 
known disapproval of the U.S. income tax, this ts a powerful 
incentive. That is the purpose for which the tax exemption law 
was passed (it is officially the “Industrial Incentives” act). This 
is the free washcloth in Puerto Rico’s box of soapflakes, or the 
coupon on its package of breakfast food—in other words, the 
gimmick that is intended to shake people out of their established 
patterns of behavior and sample this unfamiliar new product, 
plant location in Puerto Rico. The soap manufacturer, of course, 
believes that his product is superior to others on the market, 
and that once a customer has tried it he will continue to use it 
without continuing to receive free washcloths. He can never 
be sure, though, until he has tried. 

Puerto Rico is now in the position of the soap manufacturer 
who has introduced a new product, which he sincerely believes 
to be superior, with a large-scale advertising campaign featuring 
the free washcloth, and who has been rewarded with a tremen- 
dous response, but is still waiting to find out whether the soap 
can be sold on its own merits. Although the program has been 
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in operation in more-or-less its present form for about 10 years 
now, there still has not been a single expiration of tax exemption 
grant. Not one firm has been granted tax exemption, operated 
throughout the period of the grant, and then either remained to 
operate without exemption or packed up and gone home. It 
will take a great many more than one case, of course, before 
valid conclusions can be drawn—but so far, we have not yet 
had even the first. It will be another five years before the ex- 
emptions begin to expire in any significant numbers, and by 
that time there will be probably more than a thousand plants 
operating under tax exemption grants, with close to 100,000 
employees, 15% of the labor force. Obviously the issue is a 
crucial one. 
A few facts will help to delimit the area of uncertainty. 
In the first place, the availability of tax exemption may have 
caused some uneconomic locational decisions to be made. A 
firm choosing among its various operations one to establish in 
Puerto Rico probably should select the one requiring the largest 
input of labor. The tax exemption law, however, dictates the 
choice of the operation in whose books the normal accounting 
methods of the firm cause the largest share of the profits to be 
reported. This does not mean that such an operation would be 
moved out of Puerto Rico when its exemption expired, but it 
does mean that the high profits reported by exempt firms are 
not in all cases meaningful. Another factor operating in the 
same direction is the well-known tendency of reported earnings 
to err in the direction indicated by the taxpayer's self-interest. 
This does not even need to imply dishonesty: there is often room 
for honest doubt or judgment; dishonesty should not be ruled 
out as an additional possibility, however. In any case, the result 
is a tendency for under-reporting on the mainland and over- 
reporting in Puerto Rico, when the same firm has a taxable 
branch on the mainland and an exempt branch in Puerto Rico. 
Again, the conclusion is that we cannot take reported profits 
at face value in assessing the position of tax exempt firms. 
But if these factors tend to discredit the evidence which is 
most commonly cited as showing that a typical firm would lose 
by leaving Puerto Rico after its grant of exemption expired, 
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that is, the high reported profits of tax exempt firms, there 
are others which tend to discredit the most common evidence 
to be cited on the other side. This latter evidence consists of 
statements of the entrepreneurs of tax exempt enterprises— 
statements made in response to surveys, at public hearings, and 
on random occasions. The concensus of these is that tax ex- 
emption was crucial in persuading the firms to locate in Puerto 
Rico, and that they have found it really tough operating in 
Puerto Rico, so that something special is required to keep them. 
In a few cases, though not the majority, they have said outright 
that they would leave Puerto Rico when their exemptions ran 
out; in many cases, however, this seems to be implied. But 
self interest, (as well as other factors) makes these statements 
worthless for analytical purposes. Whatever the actual case, it 
is in the interest of the firms to have it believed that they will 
pack up and go at the end of their exempt period. After all, 
one poker player does not accept at face value the statements 
of another about quality of his hand. 

To make matters worse, even if we knew the true state of a 
firm’s accounts and the true state of the owner’s mind, we would 
still not know what that firm was going to do five or ten, or 
even one or two years hence. Almost certainly a great many 
firms do plan, when they first come to Puerto Rico, to stay for 
the ten years of the exemption grant and then leave. Ten 
years is a long time, however. A great many firms do not live 
that long, but those which do generally go on to live a great 
deal longer. A firm which stays ten years is not a fly-by-night 
operation. In that period of time, it inevitably develops a cer- 
tain stability. Waith perhaps a few exceptions, a firm which has 
lasted ten years in one place will be found to have the following 
characteristics, or most of them: a marketable product; a pro- 
ductive arrangement which, whether efficient or not, at least 
keeps costs from rising above receipts except occasionally; a man- 
agerial staff which has adjusted to the environment at least to 
some extent; an experienced labor force. When an operation 
has these things, there is nothing (except in special cases) 
pushing it to move. It is not, if this term can be applied to a 
corporation, restless. The question is not “Why should it stay 


en 


at 
ht 
er- 
1as 
ng 
rO- 
ast 
un- 


on 


°s ) 
ya 
tay 


INDUSTRIAL DEVELOPMENT IN PUERTO RICO 59 


in Puerto Rico?” but ‘‘Why should it leave?” There is an inertia 
in human affairs, which can easily be observed in economic his- 
tory. The theory of economic location must always leave a large 
amount of room for historical accident, compounded by this 
inertia: if Henry Ford had lived in Wichita, Kansas, would 
Detroit today be the center of the automobile industry? To 
give another kind of example, the textile industry did not leave 
New England when it first became possible for it to earn more 
elsewhere—it hung on there until it had been running in the 
red for so long that it had no choice but to move or die. 

Inertia is, after all, the reason why it was necessary to offer 
tax exemption in the first place. If there were perfect mobility 
of enterprise and investment, Puerto Rico would never have 
gotten into the economic difficulties that made the development 
program necessary. Something dramatic had to be offered to 
magnify the normal acquisitive instinct of the businessman so 
that it would be strong enough to overcome this inertia. There 
will be no such dramatic lure to these same businessmen at the 
end of their exemption period, to overcome their inertia again 
and draw them back to the mainland. Except in a few cases, 
it can be expected that if the plants are profitable they will remain. 

But this brings us to the final problem to be discussed, which 
at least at the present time seems the most ominous for Puerto 
Rico, and which raises a very real question of whether the tax 
exempt firms will still be profitable by the time their grants 
expire. This is the problem which has been described above as 
the “wages-income spiral.’’ In one form or another, this problem 
has long aroused interest among observers of the industrialization 
program, because the program has appeared to be so largely 
based on inexpensive labor. In its most general form, the prob- 
lem could be stated in such terms as “‘Can an economic system 
achieve a high level of living on the basis of cheap-labor indus- 
tries?” But while this question is worth exploring briefly, the 
real problem is a very special and specific one in Puerto Rico: 
“Can an economic system achieve a high level of living except 
on the basis of cheap-labor industries?” 

Industrialization tends to be painful process for labor. One 
does not need to go very far back in the history of the United 
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States and Great Britain to find instances of the 12 to 16 hour 
day, wages amounting to a few pennies a day, grueling child 
labor, whole families virtually enslaved to homework contracts, 
and so on. These are the bases, or at least the beginnings, from 
which the highest levels of living in the world have grown. 
Only very gradually, under pressure of both labor organization 
and the legislative expression of the public conscience, did the 
price level, the organization of production, the productivity of 
labor, the degree of capitalization, and the total effective de- 
mand, move to an equilibrium with a much higher level of 
compensation for labor. That this move can be made is unques- 
tionable; that it is the normal, natural process of economic devel- 
opment, is at least probable. To ask, therefore, if a high level 
of living can be achieved on the basis of low wage industries 
is to ignore the lessons of history. Of course, when wages are 
low in Puerto Rico, manufacturers who establish here will pay 
low wages; they are not, as the saying goes, in business for 
their health, and even less are they in business for their employees’ 
health. But to jump from this unquestionable fact to a pre- 
sumption that Puerto Rico can never have industries except on 
the basis of low wages is to leave a good deal unaccounted for. 
To mention but one area that is unaccounted for in such a rea- 
soning process, low wages do not mean low labor cost except if 
they are accompanied by high labor productivity—and produc- 
tivity tends to be correlated with the wage level. If the sworn 
testimony of plant managers in Puerto Rico can be believed— 
testimony at hearings to determine whether they should be re- 
quired to pay higher wages—labor cost in the factories tends 
to the high side. 

But all this is not to say that high wage levels can be achieved 
without difficult adjustments being necessary. These adjust- 
ments, in the normal course of events, are worked out by a proc- 
ess of trial, error, and the survival of the fittest, over a long 
period of time. In the modern world, collective bargaining is 
the form which this continuous struggle takes. By this system, 
the process is hurried along at a pace which seems, to the manu- 
facturer, excessive, but which has nevertheless not been faster 
than the adjustments could be made. In favorable circum- 
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stances—union solidarity, generally prosperous conditions, etc.— 
both parties have the same ultimate power, as a measure of their 
bargaining strength (the power to close the plant); and both 
have certain brakes on their greed. The manufacturer does not 
want his wages so low that he can hire only the dregs of the 
labor market; and the union does not want to kill off the goose 
that lays the golden paychecks. In Puerto Rico, however, a 
unique system is in effect, which is trying to compress into a 
few years this evolutionary process. This system has, itself, an 
interesting evolution, which deserves brief exposition at this 
point. 

The Federal Fair Labor Standards Act, in the form in which 
it was originally passed, did not provide a flat minimum hourly 
wage for all covered employees, as the present act does. Rather 
it provided that minimum wages should be set on an industry-by- 
industry basis, with a statutory wage level as the general objective 
That is, the minimum wage in each industry was to be set at 
the highest level consistent with the health of the industry, and 
periodically reviewed and reset, until it reached the general statu- 
tory level. Later, when a certain measure of prosperity had 
return to the country, the law was amended to give general appli- 
cation to the statutory minimum, abolishing the individual treat- 
ment of particular industries; and since that time minimum wage 
has been, on the mainland, the determinant of the wage only of 
the marginal workers, or of workers in the marginal industries. 
A substantial increase in the minimum wage, say of 25%, would 
affect the earnings of probably less than 5% of the labor force. 
General conditions of the supply and demand for labor, in con- 
junction with specific bargaining agreements, have placed the 
great majority of wages far above the legal minimum. 

Congress has recognized, however, that in Puerto Rico it was 
dealing with an economic system at a different stage of develop- 
ment, and has retained the earlier system of minimum wage 
determination in the application of the law to Puerto Rico. 
Here the mainland minimum is the goal toward which minimum 
wages tend. When the Federal minimum was $0.75 per hour 
a couple of years ago, the law provided that committees shhould 
be appointed periodically by the Secretary of Labor to review 
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conditions in specific industries in Puerto Rico and recommend 
minimum wages not higher than $0.75 per hour. These commit- 
tees were composed of three labor members, three management 
members, and three so-called “‘public’” members, with each group 
divided between mainlanders and islanders. There were thus 
one or two management representatives of Puerto Rican firns 
which would be affected by the minimum to be determined, and 
one or two representatives of the Puerto Rican workers who 
would be affected. The other management and labor members 
tended to be from mainland competitors of the local firms, and 
hence to have a common interest. Thus, among the management 
and labor members alone, instead of an equal division of three 
for and three against a higher wage, there would tend to be 
four or five for and only one or two against. A random division 
of the public members would thus be all that was necessary to pro- 
duce a consistent bias in favor of higher minima. Under this 
system, as a consequence, minimum wages in Puerto Rico were 
moving fairly rapidly toward the $0.75 an hour level. The 
minimum wage committees were, in effect, substituting for col- 
lective bargaining, and undoubtedly stunting the development of 
labor organizations in Puerto Rico. 

Then in 1955, when the U. S. minimum of $1.00 was under 
consideration, a great deal of pressure was suddenly built up in 
Congress for an end to Puerto Rico’s special treatment under 
the law. The proposal was not seriously made that this treatment 
should be immediately and abruptly removed, but various form- 
ulas were suggested for bringing the Puerto Rican minima up 
to the mainland minimum by statutory stages and within a fixed 
period of time. At this time, the average wage in manufacturing 
in Puerto Rico was about $0.50 an hour, and only a very few 
highly skilled workers earned as much as $1.00, while very large 
numbers of women were earning important supplements to their 
families’ income in needlework industries with minima of the 
order of 20 to 30 cents an hour. Obviously the threat from 
Congress was a serious one, and a major lobbying effort was 
made to retain the committee system of industry-by-industry 
minimum wage determination. 

Everyone knows how demoralizing the ordeal by Congress can 
be, but mainlanders may not realize how this effect is magnified 
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in its action on Puerto Ricans who, in the first place, have a 
different set of proprieties than are observed by Congressmen, 
the mainland press, and the spokesmen of mainland interest 
groups, and in the second place have never been entirely con- 
vinced that a senator from Illinois, for example, had any legiti- 
mate business with the terms of employment between a Puerto 
Rican employer and his employees. 

In the end, Puerto Rico won its essential fight in Congress. 
The amendments which were passed affecting Puerto Rico retained 
the essentials of the previous arrangements. The major change 
was the addition of a requirement that the minimum in each 
industry should be reviewed annually. But the reaction in Puerto 
Rico against the degrading process by which this outcome was 
achieved was on the petulant side. The conclusion was quickly 
reached that the only way to keep Congress and its creatures out 
of Puerto Rican wage affairs was to get Puerto Rican wages to 
a higher level than Congress could or would aspire to. The 
only way to achieve complete security against threats of murder 
by Congress, it seemed, was to commit suicide. Hence, the 
Commonwealth minimum wage law. This law provided statutory 
increases for some industries, a provision in the Federal law 
which we had successfully fought against, and for reviews by 
Commonwealth minimum wage committees every two years even 
of industries which were already being reviewed every year by 
Federal committees. The two laws, together, thus, mean that 
within each two year period wages are compulsory arbitrated three 
times for Puerto Rican firms engaged in interstate commerce. 

It was ostensibly hoped, by the Puerto Rican legislators, that 
if a local agency were observed to be ordering wage increases 
faster than the Federal committees, and by similar procedures, the 
Federal government would gracefully withdraw from this field. 
To date, however, there is no evidence that this is happening— 
and of course, another unpleasant session with Congress would 
be required before the Federal Government could withdraw, so 
that the process could hardly be graceful. And in the meantime, 
the manufacturer has scarcely finished testifying before one com- 
mittee before he needs to begin preparing his brief and exhibits 
for the next; he has scarcely finished adjusting to the last increase 
in wages, before he must start hedging on sales contracts in 
anticipation of the next. This situation is unquestionably one 
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of the major problems of the industrialization program today, 
and it is difficult at the present time to see how it can be solved 
except by all Puerto Rican minima rising to the mainland level. 
At the rate of increase now in effect, it will not be more than 
half a dozen years before this has been achieved. Whether the 
necessary adjustments can be made in that time which will permit 
the industrialization program to continue remains to be seen. 

Perhaps if the evidence of distress becomes sufficiently evident, 
Congress and the local Legislature will relent. For up to now, 
any complaints about the drastic effects of minimum wage legis- 
lation have been vulnerable on the point of visible damage. 
Some industries, in which Puerto Rico competes directly with 
the cheap labor of Japan and the Philippines, have been disap- 
pearing, but this is a process which must take place anyway. 
The new industries, which are capable of making adjustments 
to rising levels of living, continue to be established at at least 
an equal pace. The headlong rush of wages toward the $1.00 
minimum has not yet shown any general effect on the indus- 
trialization program, despite the fact that many industries today 
are paying wages which are far higher than their spokesmen 
felt could possibly be endured a couple of years ago. Perhaps 
the answer is that even when Puerto Rican wages have all 
reached the U.S. minimum they will still be well below the 
wages actually paid in most industries in most parts of the U.S., 
and then they will stop and rest awhile, until unions, having 
now a raison d'etre, begin to accumulate strength. Perhaps U. S. 
manufacturers are wise enough to realize that it will be a bar- 
gain to get, at $1.00 an hour, workers who feel very well paid, 
and are accordingly healthy, content, and eager to please, even 
though for only a little more they would be able to hire the 
dregs of the mainland labor force. 

But perhaps, too, just when Puerto Rico has made, as we 
can only hope she will be able to make, this dramatic adjust- 
ment, the U.S. minimum wage will shoot up to $1.50 an hour 
and the whole business will begin again. From the point of 
view of the social scientist, regarding Puerto Rico as a laboratory 
for the study of industrialization programs, the worst thing will 
be that this happens just at the same time as the tax exemption 
grants begin to expire in wholesale numbers, so that it is impos- 
sible to study in isolation the effects of the two traumata. 











Fraud in Foreign Aid: 


The Bolivian Program 


By Simon G. Hanson * 


It has become virtually impossible for congressional committees 
or the public to form reliable judgments regarding the Mutual 
Security Program. The enormous range of activity, the bureau- 
cratic pressure for proliferation of function and organization for 
selfish reasons, the development of vested interests in expansion 
of expenditures without regard to the national interest or to the 
original purpose of the program, the willingness of the Executive 
branch of the government to engage in open shameless deception 
of the Congress, and above all, the underlying philosophy that 
the public is not entitled in a democracy to know what use is 
being made of ‘‘public’”’ money (theirs not to reason why or how 
or for whom or for what)—all have conspired to wreck con- 
gressional control of the program and totally to remove it from 
public comprehension. 

It is a curious fact that a program designed to defend free 
democratic government outside the United States has come to live 
on the capacity of the Executive branch to destroy democratic 
controls over the program, on the capacity to keep the people 
in the dark except for the propaganda spewed out in the fashion 
of totalitarian regimes, and thus on the capacity to weaken the 
democratic process in the United States. A reading of the Mutual 
Security authorization and appropriation hearings before congres- 
sional committees reveals an attitude best compared with the 
big-city racketeer’s brazen contempt for the public and for elected 
officials and for the orderly processes of democratic government. 

The only approach that can even remotely provide a concep- 
tion of the spirit and the motives and the efficacy of the program 


* Editor, Hanson’s Latin American Letter. 
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is to select a very small portion of the expenditures for detailed 
examination. For this purpose, the Bolivian program has been 
selected here. The secrecy with which much of the pertinent 
data regarding the program has been enveloped lest the public 
and the Congress learn what is going on naturally militates 
against achieving an adequate examination. But a study of such 
material as has accidentally escaped “‘secret’ classifications is 
extremely revealing. 

Bolivian Bonds. On June 10, 1957, it was announced that 
Bolivia had agreed to resume service on its defaulted dollar bonds. 
These were the bonds concerning which President Roosevelt's 
press conference of May 7, 1943 had made a New York Times 
headline—"‘Roosevelt Repudiates Bolivian Loan—Was Exploita- 
tion,” and under which the Times had reported that President 
Roosevelt had revealed that he had apologized to the President 
of Bolivia for the loan . . . that some Americans had sold the 
Bolivian government through super-salesmanship the idea that it 
needed a loan . . . that the interest rate and terms had been 
excessive . . . and that “of course Bolivia was unable to pay 
either the interest or the principal.” ’ 


But in 1957, the circumstances surrounding the floating of 
Latin American bonds were no longer the issue. The issue had 
become: Is it within the purposes of the Mutual Security Act for 
the United States Treasury to service with Mutual Security appro- 
priations the defaulted bonds of a bankrupt country in the interest 
of the speculators and gamblers in such bonds? 


1 A Commerce Department official has testified as follows on the subject 
of the Bolivian bonds: “I remember on this particular Bolivian loan talk- 
ing with Arthur Young (State Department) and telling them that we 
thought Bolivia was borrowing too much on this market. There was a 
good deal of hemming and hawing, and the upshot was that we reluc- 
tantly gave our consent to it, for the reason that at that particular time 
our diplomatic relations with Latin America were a little upset. Our 
government was under considerable attack for its Nicaraguan policy, its 
Haitian policy, and so forth. There was shortly to be held, I believe, a 
Pan American Conference. As I recall it, the State Department said that 
it might result in embarrassment if we turned down this loan proposition.” 
Hearings before the Senate Finance Committee, 72nd Congress, Pursuant 
to Senate Resolution 19, December 18, 1931-February 10, 1932, p. 724. 
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Under vigorous questioning by the Senate Foreign Relations 
Committee on June 10, 1957, Assistant Secretary of State Roy 
R. Rubottom, Jr., testified that the Bolivian decision to resume 
service on the defaulted bonds had been made under prompting 
by the State Department and that the State Department was 
pleased with the decision. 

He was asked directly: “Do you approve of the U.S. Gov- 
ernment in essence paying off defaulted bonds? If the proposal 
were made to pay off (with U.S. Government funds) these 
defaulted issues of bonds, would that be sound public policy 
for the United States? 

Rubottom answered: "No, I think it probably would not be.” 

There remained then the determination of where the money 
was to come from with which the holders of the Bolivian bonds 
were to be rewarded. 

The Export-Import Bank had earlier testified that it consid- 
ered Bolivia to be fully loaned up. The American Embassy in 
La Paz had reported that at least 39% of the total budgetary 
receipts of the Bolivian government would be coming from 
the U.S. Treasury. And it had indicated that at least 25° of the 
foreign-exchange budget of Bolivia would be furnished by the 
United States. (Other expert calculations have put these pro- 
portions even higher, but the lower ones make the point ade- 
quately). The United States was engaged in making up the 
dollar-gap of Bolivia, i.e., the United States was making up the 
difference between Bolivia's “minimum essential requirements” 
on balance of payments and the amount that she could generate 
with her own efforts. Clearly, then, any addition to “minimum” 
requirements arising from the State Department's decision to 
help the speculators in dollar bonds would increase the “gap” 
and thus increase the burden on the United States Treasury. 
That is to say, Rubottom had essentially testified that the State 
Department had urged on Bolivia a policy of servicing defaulted 
obligations from the U.S. Treasury, although it considered this 
not to be sound public policy! 


* Hearings before the Senate Foreign Relations Committee, 85th Con- 
gress, First Session, on “The nomination of Roy R. Rubottom, Jr., to be 
Assistant Secretary of State for Inter-American Affairs,” p. 86. 
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Apparently unknown to Senator Morse who had introduced 
the subject at the hearings on Rubottom’s nomination, a week 
earlier Senator Fulbright at a session of the Senate Foreign Rela- 
tions Committee on the Mutual Security Act of 1957 had asked 
Rubottom: “Will our government pay part of that cost (for serv- 
icing the bonds) or all?” And Rubottom had replied: “No sir, 
it is not our intention to do that, wnv/ess you mean by a circuitous 
route.” Senator Fulbright continued: “That is what I mean. 
How do you avoid it?” The remainder of the discussion was 
deleted from the public record, lest the State Department get 
a black eye for its aid to speculators or lest the public learn that 
not all the money being appropriated for mutual security was 
intended to be used for that purpose.® 

“Unless you mean by a circuitous route.” What is the impor- 
tance of this distinction? It is clear that the U.S. Treasury 
could not issue checks directly to the holders of Bolivian bonds 
since the bonds are technically an obligation of the Bolivian 
government and are issued in the name of the Bolivian govern- 
ment. Therefore, when the State Department had testified that 
it would not be sound public policy for the U.S. Treasury to 
pay off the Bolivian obligations, it must necessarily have meant 
that it would not be sound public policy for the U.S. Treasury 
to pay off the obligations by a circuitous route—there being no 
route otherwise available. Yet, a week after making this state- 
ment, Assistant Secretary Rubottom flatly stated: “7 do not 
believe we are using U.S. Government funds to pay off defaulted 
bonds.’”' 

The Department is thus caught up in what appears to be a 
prevarication as to the use being made of U.S. government 
funds, it is caught in an admission that it had urged on Bolivia 
a course which it considered to represent unsound public policy 
for the United States to urge on such a country, and it is caught 
seeking from the Congress an appropriation under the label 
“mutual security” which is intended for purposes wholly unre- 
lated to mutual security. Is such deception calculated to advance 





3 Hearings before the Senate Foreign Relations Committee on the 
Mutual Security Act of 1957, p. 306. 
* Hearings . . . The Nomination of Roy R. Rubottom, Jr., p. 86. 
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the cause of democratic government in this country? Is it the 
sort of example we want to set for the under-developed countries 
which we are theoretically trying to push along the road to free 
responsible democratic government ? 

At one time the State Department files contained information 
to the effect that one speculator held 50% or more of the 
defaulted Bolivian bonds acquired at ridiculously low prices.° 
The group of bondholders in 1957 was at best very small. Was 
this special reward for this small group a part of the “effort to 
sustain the essential interest of the United States in the free 
world” to which President Eisenhower referred in his special 
press conference of August 14, 1957 when seemingly he learned 
for the first time that abuses of the mutual security program had 
begun to antagonize and tire the Congress? Was this special 
reward for this small group in Eisenhower's estimation properly 
“a demand of the highest priority upon our resources?” It is 
to laugh. 

And how many more examples were there to be found if the 
people could be trusted with the information on the program 
which the Executive branch now holds tightly under “‘security’’ 
labels? Security for whom? Security of jobs for bureaucrats 
against public indignation? Surely not the security of the nation. 

Bolivian Government-to-Government Loans. On March 19, 
1957 the House Banking and Currency Committee asked Mr. 
Samuel C. Waugh, President of the Export-Import Bank: “In 
the repayment of (Export-Import Bank) loans, is it ever the case 
that some instrumentality of our government is responsible for 
the repayment of these loans such as some of the mutual aid 
we have extended to other countries?” 

Mr. Waugh replied: “I do not see direct evidence of it 
right now.” © 


® Senator Morse apparently was aware of the data which former State 
Department officials remembered to be in the files, and accordingly asked 
Rubottom to submit data on the ownership of the bonds. The data filed 
missed the essential point of the query, however. It would have been 
very embarassing for the Department to have combed the files thoroughly 
on this subject, and to have produced the pertinent data! 

® Hearing on H. R. 4136, p. 25. 
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Over $2.5 million per year in amortization and interest was 
then being paid into the Export-Import Bank by Bolivia. Where 
was it coming from? We have seen that on the testimony of 
the State Department, aid to Bolivia was necessary, among other 
reasons, because Bolivia could not from its own resources meet 
its “‘minimum essential requirements” on balance of payments. 
It is reasonable to expect that having been branded “fully loaned 
up” by the Export-Import Bank, and having to choose essential 
food and welfare requirements as against the servicing of Export- 
Import Bank loans, the country would have had no alternative 
but to default. And since the U.S. estimated the gap at in 
excess of $20 million, clearly the $2.5 million could be kept in 
“minimum essential requirements” only if outside sources were 
available to pay it. 

Thus, the Mutual Security appropriation was invoked by the 
U.S. Government to provide service on Export-Import Bank 
loans and thereby prevent defaults. That is, service on the loans 
became a “minimum essential requirement’’ and as such part of 
the burden to be assumed by U.S. Government grants. In other 
words, the U.S. Treasury was servicing Exim Bank loans to 
Bolivia. 

Now, there is nothing new or surprising about this. What is 
surprising is the persistence of falsification on the part of gov- 
ernment officials as to the nature of the Bolivian financing. It 
has been deemed necessary at all times to create and perpetuate 
a myth that there are no defaults on government-to-government 
financing, lest the public discover that actually there is no magic 
in socialization of finance.” It would be reasonable to expect 


7 At his first press conference (and perhaps only general conference 
to date), Mr. Waugh found it necessary to inject his discovery that there 
were no defaults on Exim Bank loans. An alert reporter corrected him 
before he could lose himself too completely in the wonders of the mech- 
anism which he had just discovered in Washington after a career in 
Nebraska banking. Shortly after Mr. Waugh took office, I interviewed 
him and suggested that there should be frequent press conferences so 
that the public might get more information to which it was entitled. Mr. 
Waugh balked, noting that “we bankers do not hold press conferences.” 
I pointed out that upon taking over the Exim Bank he had ceased to be 
a “banker” in the sense of private banking and was now in the public 
service, carrying responsibilities of his agency to the public and the 
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that any bank with a portfolio in the billions of dollars would 
suffer some defaults, and it would be healthy for the government 
in a democracy to trust the people sufficiently to let them know 
that defaults occasionally rise. But even the Eisenhower Admin- 
istration, with its lip service to the American system of free 
enterprise, has found it necessary to juggle the books so that 
there might appear to be a new magic in government lending 
which prevents defaults such as occur under a system of private- 
enterprise banking. 

Thus, the Mutual Security program has taken on another func- 
tion unrelated to mutual security—the concealment of bad loans 
made by the Export-Import Bank. And servicing by the U.S. 
Treasury of the loans made to a foreign country by another agency 
of the U.S. government has become “a demand of the highest 
priority upon our resources.” * 

Exploiting Congressional Ignorance. Perhaps the most of- 
fensive tactics and easily the most successful of all tactics of 
the dealers in foreign aid have been the playing of the Congress 
for suckers with respect to how much longer the program would 
be needed.* The effort has consisted of creating the impression 
Congress which properly involved adequate disclosure, or what one 
Senator has called the “gold-fish bowl’ consciousness. The first press 
conference went badly for the Bank and it was to be a long time before 
the press tickers reported press conferences at the Bank again. 

* On this situation where, as he put it, “the American taxpayer is pay- 
ing to himself the service due him on Bolivian loans,” Mr. Spruille 
Braden, a former Assistant Secretary of State, commented to the House 
Foreign Affairs Committee that ‘if anyone had done anything like that 
in the old days, the private banker would have gone to jail for it. We 
are doing much worse than that. I don’t think the present system of 
government grants and loans is any more moral or any safer or any 
better or any freer of all these abuses—and I agree with you completely 
there were horrible abuses back at that time. But we are doing practically 
the same thing plus the fact—-at least in those times if the private banker 
sold some bonds and got his investor into bad bonds he only lost his 
client. But that client didn’t have to buy the securities unless he wanted 
to do so.”” Hearings on the Mutual Security Act of 1957, Part III, p- 315. 

® These tactics are not limited to the Bolivian grant program, of course. 
They stem from a fundamental disrespect for the Congress as developed 
and displayed increasingly in the Executive branch and reaching a high 
point in the foreign field where appropriations are the loosest in justi- 
fication. One finds the device of “just another year before we start 
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that so much progress is being achieved with the previous year's 
appropriation that “just one more year’ might do the trick. The 
reasoning is that the Congress has no way of appraising the 
accuracy of statements made, sufficient secrecy is maintained on 
official documents to prevent any congressman who is sincerely 
interested in the subject from finding out exactly what the status 
of the patient is, the guided tours with ‘‘proper’” briefing can 
sufficiently confuse any congressional visitors flying to the scene 
of the crime for a weekend visit part of which must be devoted 
to acquiring souvenirs, and obviously each year gained is another 
year for the bureaucracy to entrench itself. 

Has the system been used on the Bolivian program? Has 
it worked ? 

On June 3, 10, and 20, 1957, the State Department reported 
to the Congress that ‘progress is being made,” “we can hope 
that the corner has been rounded, “the Bolivian economy is get- 
ting stronger.” '° Yet, in early May, an alert reporter had gotten 
hold of a report from the ICA Mission in La Paz which could 


reducing the program” in the technical assistance appropriations, dating 
from the original presentations of the Coordinator of Inter-American 
Affairs. It is customary to say in the Executive branch quite cynically 
that the Congress cannot be trusted and that the end justifies the means. 
But persistent falsification before appropriations committees is as sure 
a method of destroying the American form of government as any that 
could be devised by a burgeoning bureaucracy intent on expanding gov- 
ernment jobs rather than on achievement of the purposes set forth in the 
authorization-legislation offered up to the Congress. 

In this connection, see ~The End of the Good-Neighbor Policy,” Inter- 
American Economic Affairs, Vol. 7, No. 2, p. 36; and ‘‘The Cooperative 
Services and the Good Deis thbor Policy,” Inter-American Economic Aff- 
airs, Vol. 2, No. 3, pp. 83-93. It is amusing to recall that the technical 
assistance program was “‘sold’’ to the Congress for years on the basis of 
being a method of stimulating U.S. exports against the competition of 
Europe on exports! Of course, no one in the Executive branch at the 
time seriously accepted this. but why risk telling the truth before a Con- 
gressional Committee? Why indeed except that the very maintenance 
of this form of government depends on integrity in the relations between 
the Executive and the Congress? 

1° Senate Foreign Relations Committee, Hearings on the Mutual Security 
Act : 1957, p. 305; Hearings on the Nomination of Roy R. Rubottom, 
Jr., 64; House Foreign Affairs Committee, Hearings on the Mutual 
i Act of 1957, Part V, p. 903. 
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only be interpreted as a devastating review of the collapse of 
the foreign-aid program in Bolivia. The situation in mid-April 
as the Mission saw it was as follows: 

(1) Economic activity had not increased in any sector of the 
economy except for minor increases in plantings by the campe- 
sinos. Manufacturing was down 40%, construction was prac- 
tically at a standstill except for the Servicio road program, the 
Development Corporation’s volume of construction was down 
40%, and building construction was low and decreasing. Unem- 
ployment was increasing and this particularly affected the young 
people just coming of age for the labor force. Thus, when the 
army conscript program could use 9,000 men from the country 
as a whole, 40,000 in La Paz alone clamored to be taken and 
had to be held back by armed force. The transformation indus- 
tries had lost their external contraband markets and were now 
losing their domestic markets to an inflow of contraband and 
a decline in domestic purchasing power. 

Lo, how the economy was getting stronger! 

(2) The stabilization program had succeeded in freezing 
wages, but it had not held down prices. That is to say, real 
wages were declining. The stabilization program was being 
further imperiled by a flight of capital. Funds provided by the 
stabilization credits were being lost not for import of goods or 
liquidation of foreign debts which might at least have some 
corollary favorable effects but instead were being drained away 
overseas or being hoarded. 

(3) While the land reform program was characterized by 
much publicity in giving out small parcels of land for subsist- 
ence farming, the medium-size farms on which rested the real 
hope of the nation still lacked effective titles (without which any 
land reform program is a fraud) and there was an increasing 
tendency to expropriate parts of even these medium-size farms, 
which seemed totally absurd in a country where over half of 
the arable land was unoccupied and where Mexican experience 
had shown that it is the medium-size farms which are the hope 
for self-sufficiency in food and fiber. 

(4) “The Bolivian government today is not operating a single 
enterprise that is not making the country poorer every day.” 
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Yet, the government seemed to be encouraging still more state 
enterprise. The Mission failed to note that the gigantic aid- 
program had essentially been a consequence of and a reward 
for the Bolivian government's expropriation of private properties 
without just prompt and effective compensation, and that under 
such a “success” a government could hardly feel that the attrac- 
tion of private investment was particularly necessary or that state 
enterprise should be discouraged. 


(5) Collection of counterpart for food sales was dragging 
dangerously. This contributed to expansion of deficit financing, 
to inflationary pressures, and thus to the likelihood of still further 
devaluation of the currency. 


The report concluded that “after four months of experience 
with the stabilization program” it is clear that there are certain 
central solutions which must be forthcoming “if our aid is to 
be effective.” And unfortunately, the criteria for effective aid, 
as established, were not being met. (And it would seem to be 
logical for a Congressman reading such a report—if he had been 
able to get hold of it in time—to conclude that if the necessary 
criteria were not being accepted and met by the Bolivians, U. S. 
aid might better be modified or terminated). 


Thus, the Mission went on to list the criteria: (a) ‘Authority 
to manage must be restored to management.” But, it noted, 
“labor is fully exercising its authority, it has usurped much 
of the authority of management, and is falling far short of its 
responsibility. This action by Labor has been taken with the 
general political support and frequently with the support of 
certain executive ministries of the government.” (b) ‘The gov- 
ernment must encourage private investment.” Yet, noted the 
report, the Bolivian Government's “administration of investment 
policy is such as to warrant the belief by potential foreign inves- 
tors that Bolivia believes her economic future lies in an increase 
in state operation of creative enterprise.” (c) The social-security 
system must be effectively reversed since the continuation “of 
such social-security payments will result in a few years in the 
government's social-security system owning what is left of Bo- 
livia’s productive enterprises.” 
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The report was not one calculated to substantiate claims that 
progress was being made or that the corner had been turned. 
Intsead, it seemed to indicate that ‘‘effective aid’’ was not possible 
under the circumstances existing in Bolivia. And if “effective 
aid’” was not possible, what would the Congress be doing voting 
more money? 

The report was promptly summarized in Hanson's Latin Amer- 
ican Letter, a weekly business service that apparently receives 
considerable attention in the Congress. By the time that the 
Assistant Secretary of State for Latin American Affairs reached 
the Senate Foreign Relations Committee on June 3, he found that 
the report had preceded him through the medium of Hanson's 
Latin American Letter. 

“What is wrong with what he says on Bolivia?” asked Sen- 
ator Fulbright. 

“I think we might explain that he has taken out of context 
certain sentences in a report which came up from the mission 
in La Paz . . . We are encouraged by the progress that has 
been made,” replied Secretary Rubottom." 

As an incidental commentary on the competence with which 
the Congress itself discharges its responsibilities to the taxpayers 
on the subject of foreign aid, the Committee was more concerned 
with why the Department let a reporter get hold of the report, 
whether the report was classified or not and if not why not, 
than it was with data which obviously must bear directly on the 
decision that the Committee was being asked to make, data 
which conflicted directly with evidence being taken from mem- 
bers of the Department of State and the International Cooperation 
Administration in Washington. And as in the case of the illegal 
use of mutual security funds for servicing speculators in defaulted 
bonds, the Committee preferred to hush up the matter rather 
than carry it to its logical conclusion. 

Unfortunately for the State Department, the data summarized 
by the Letter had wot been taken out of context, and a close 
examination of the report so indicated. More importantly, how- 
ever, the State Department’s representative had hardly concluded 


11 Hearings on the Mutual Security Act of 1957, p. 304. 
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his testimony when another assessment of the Bolivian situation 
by the American Embassy in La Paz reached Washington and 
found its way into Hanson’s Latin American Letter. This report 
emphasized again the lack of progress, the grievous state of a 
country which Newsweek quite correctly labelled one where 
“armed peasants (armed by the Administration regardless of the 
risk to internal order) keep the regime in power while the econ- 
omy totters.” The Embassy's analysis, bear in mind, referred 
to a country where the U.S. had already dropped some $200 
million in direct aid and in purchases of unneeded materials. 
Here is the analysis: 

(1) “The year saw a slow but steady growth of communist 
and Trotskyite strength within the labor movement.” This was 
“progress” presumably in the eyes of the State Department, which 
had previously reported that the labor movement's recommen- 
dations were a strong factor in the development of the govern- 
ment’s economic policy. 

(2) “The level of gross national product in 1956 was prob- 
ably substantially below that for the early 1950s although there 
was no significant decrease in comparison with 1955 . . . The 
mineral industry continued its downward trend with virtually 
no exploration and development work performed during the year. 
Minerals production in the years 1952-56 was at the expense of 
future production and many of Bolivia's principal mines were 
nearing exhaustion at the close of 1956.” 

Yet, when Senator Fulbright queried Assistant Secretary Ru- 
bottom on the trend in minerals exports — the decline from 
1953-56 — and asked whether the trend did not seem to be 
“going in the wrong direction,” Rubottom replied: “The trend 
as revealed by those figures is not encouraging. On the other | 
hand, if you stop to think that Bolivia was exporting a lot of 
tin, quite a bit of tungsten, some lead and zinc under the impact 
still of World War II and particularly the Korean War in these 
last 3 or 4 years, one can see why her exports were up and have 
begun to shade off.” ** It might have been better if Rubottom 
himself had ‘‘stopped to think.” 


12 p, 307. 
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(3) “The implementation of agrarian reform continued to 
disrupt the normal commercial farming practices. The splitting 
up of commercial farms into small plots divided among campe- 
sinos without funds, equipment or incentive to grow anything 
but self-sustaining produce, with antiquated methods and no 
knowledge whatsoever of modern farm methods, has in fact 
tended to reduce production.” 

(4) “The workers in Bolivia strove unsuccessfully during the 
year to maintain even their relatively poor standard of living in 
the face of monetary inflation . . . The feeling among workers 
at year’s end was almost universal that they were bearing the 
brunt of the sacrifices demanded as a price for economic recov- 
ery .. . The increase in production and in productivity required 
of the Bolivian labor force to allow substantial increases in real 
wages are not likely to come to pass over the short term.” In 
other words, the Embassy was warning that in a country where 
it was U.S. policy not to object to U.S. funds being used indi- 
rectly to arm civilian mobs (with all that this implied for the 
emergence of violence under the provocation of economic strain), 
real wages had fallen in 1956, the workers were increasingly 
resentful of the decline in real wages, and the prospect was that 
a recovery in real wages was not in sight. 

(5) Apparently illustrating the “progress” that was being 
made, the Embassy noted that although “U.S. owned local-cur- 
rency funds generated by U.S. financial assistance were not 
devoted to budgetary support prior to 1957, in 1957 counterpart 
and U.S. owned local-currency funds are substantial elements 
in the budget, accounting for 39% of anticipated receipts.” Here 
indeed was a demonstration of the progress being made at least 
in increasing the reliance ‘upon U.S. donations! 

(6) “The success of the MNR government to date has been 
limited and its cost has been high relative to Bolivia's ability to 
meet the obligations imposed by the new programs.” 

(7) “The stabilization program was accompanied by sharp 
price increases. While prices have moderated, they remain sub- 
stantially above their pre-stabilization levels in many instances.” 
For business and industry, “rationalization of foreign exchange 
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has cut off the contraband foreign market, higher prices have 
restricted the domestic market, and there are indications that 
contraband is coming iwto the country to further limit some 
domestic markets.” 

(8) The combined effects of the U.S. technical assistance and 
economic programs could not hold the Bolivian economy on an 
even keel throughout the year.” 

Were there other measures of the “progress” being made? 
A year previously, ICA had testified that if the Congress would 
stand still for ‘one more year’’ of this burden, “we are hoping 
it (the Bolivian $20 million a year direct aid) will disappear 
from the picture a year hence.”** Now, so much “progress” 
had been achieved that the ICA came up with the forecast that 
only two more years will be needed after the year already used 
up so fruitlessly! Here at least was a measure of progress not 
taken out of context! 

“If,” said the director of the Latin American mutual-security 
program, “‘that (stabilization) program is successful, and if we 
can go forward on the basis that we are now operating, I would 
say that the type of assistance required by Bolivia in the next 
two years would posszb/y eliminate the special economic assist- 
ance. In other words, I feel that Bolivia will require assistance 
in the future, but it may change to the more normal (sic) type 
of assistance, rather than the special emergency economic assist- 
ance in the case of the next two years.” 

Was there any reason to place credence in statements of this 
kind? Was the Congress just being kidded along by the Exec- 
utive branch almost in contempt for its ignorance and impotence ? 

When the State Department had said “just one more year’ 
a year previously, had the forecast been based on fact? At that 
time, the boliviano was sagging to a value about one-seventeenth 
that of late 1953, the cost-of-living advance was accelerating at 
a fearful pace, food riots were occurring, there were continuing 
reports that the Bolivian government was not getting the donated 
food to the people and was permitting intermediaries functioning 
with official aid to interfere in the flow unnecessarily, the price 


13 Hearings before the House Appropriation Subcommittee, p. 699. 
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of tin had recovered but there was no management of the mines 
to take advantage of the market, and the president of Bolivia 
was still insisting that the difficulty was not nationalization but 
rather the unwillingness of the United States to pay more than 
the world price of tin for supplies for which it had no use now 
or in a foreseeable military emergency. Was that an honest 
presentation that year? 

And now Assistant Secretary Rubottom was back to tell the 
Congress of ‘‘progress’” evidenced presumably by the fact that 
the time-table had been altered to lengthen substantially the 
period in which it was contemplated that the U.S. must under- 
write a regime which the U.S. Embassy in La Paz found was 
failing to meet the requirements for “‘effective aid.” The ““prog- 
ress” was being further evidenced by the fact that now U.S. aid 
was being injected into internal finances to cover two-fifths of 
the burden, and that U.S. foreign-exchange assistance promised 
to be an even larger proportion of the exchange budget. Is this 
how “progress” is defined in 1957? 

As a matter of fact, if one goes back a bit, one finds Assistant 
Secretary of State Holland testifying on the Mutual Security 
Act of 1955 on June 14, 1955 that “I believe it is not in the 
least excessively optimistic to say that if the progress that has 
been made heretofore in this field is continued in a normal and 
wholesome manner, within the next short while the Bolivian 
people will achieve the ability to stand on their own feet and 
to sustain themselves without outside assistance.” '' Yet, at 
that very time, the “progress” consisted of a sharp decline in real 
wages and in the standard of living as a result of the doubling 
of the cost of living every twelve months, a decline in the pro- 
ductivity of the mines under government ownership and a general 
deterioration in discipline among the workers, inflation of note 
issue and dissipation of reserves until the currency was prac- 
tically worthless, reports that American aid was not reaching the 
people in the form and at the cost intended, gradual distribu- 
tion of arms to civilian labor holding out the promise of indis- 


14 Hearings before the House Foreign Affairs Committee on the Mutual 
Security Act of 1955, pp. 308-311. 
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cipline under incitement with massacres that would dwarf the 
hangings from the lamp posts of a previous era. 


And at that time, both the American Embassy in La Paz and 
the Bolivian government itself were denying the claims of “prog- 
ress” being fed to the Congress recklessly by the State Depart- 
ment. The Bolivian government was insisting that “the present 
U.S. aid program does not provide more than subsistence to 
prevent the Bolivian economy from deteriorating further.” And 
the Embassy had noted that ‘‘the gross national product not only 
did not increase in 1954-55 but it probably underwent some de- 
cline . . . the agricultural reform program has apparently resulted 
in a lowering of production, the government has found the reform 
program more an impediment than an asset in its campaign to 
raise agricultural production . . . despite the improvement in 
world prices of minerals the downward trend of production has 
continued with the net result that the contribution of this sector 
to the national production was reduced . . . industry, commerce 
and construction have continued depressed partly as a consequence 
of the government’s price and labor policies.” 

To what avail the persistent attempt to deceive the Congress? 
Is it a matter, in the mind of the State Department, of the end 
justifying the means? Is the difficulty merely that several reports 
have leaked through the security blanket which was supposed 
to protect the State Department from the scrutiny of the legis- 
lative branch and from the indignation of the public? Is the 
need merely for a tightening of controls over documents relating 
to the failure of the program in Bolivia? (If so, we may be sure 
that steps are already being taken in this respect). 

Or should we conclude that in a democracy, if you cannot trust 
the people and if you must deceive the Congress openly and 
persistently, there is something very, very wrong in the attitude 
of the Executive. Can you promote free democratic government 
abroad when you undermine it at home by totalitarian techniques 
based on the supremacy of the Executive, that “Papa knows 
best,” “let the people be quiet and ask no questions?” ‘‘Let the 
people read the propaganda and be still?” 

Of Oil and Mutual Security. In an opulent economy char- 
acterized by apathy and indifference, abuses are tolerated and 
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the results of investigation easily dismissed with a brusque “‘It’s 
only money.” The role of international fat-boy is carelessly as- 
sumed. And certainly a generation brought up on the theory 
of a strong Executive building itself even stronger is not going 
to concern itself with anything that involves “merely” the under- 
lying relationship of the Executive and the Legislative branches 
of our government. 

But by mid-1957 there were signs of a new perversion of the 
purposes of the Mutual Security program in Bolivia. And this 
time, the abuse, if such it proved to be, was capable of arousing 
both the Congress and the people to vigorous action. For, oil 
has a peculiar place in American politics. 

One of the achievements of the U.S. grant-aid program in 
Bolivia had been to force an entry for the foreign oil companies 
into a country which they had departed and thereafter avoided 
for reasons of expropriation. The new legislation admitting the 
oil companies on virtually their own terms had been “must” 
legislation for a regime hoping to continue to get U.S. aid. 
Even the extreme Left had assented, although it was reliably 
reported that in the case of these elements the theory was that 
there would be ample time to take over the properties again, 
once oil had been found and the commercial basis for a major 
industry established. 

But by mid-1957 there were reports that pressure for the 
enactment of the favorable petroleum legislation on pain of a 
curtailment of or discouragement of U.S. donations had been 
followed by pressure on Bolivia to handle the negotiations with 
Brazil for the joint Brazilian-Bolivian petroleum area in such a 
way as to meet the desires of the American oil companies and 
to enable them to avoid as much as possible the well-known 
Brazilian aversion to foreign oil company exploration and exploi- 
tation. There were indications that the mutual-security program 
was in danger of becoming a permanent crutch for the petroleum 
companies, that an aid-program more or less along the lines 
desired by the Bolivian government might become a quid pro 
quo for foreign oil company activity in Bolivia. If, indeed, not 
a vehicle of blackmail. In other words, there was now a dis- 
tinct possibility that control of a U.S. government program in- 
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volving taxpayers’ funds might be lost under the pressure of oil 
companies now become a vested interest on the hill in defense 
of bureaucratic manoeuvers to protect bureaucratic jobs and to 
expand them. The magnitude of such a potential perversion of 
the Mutual Security program so dwarfs the losses to the tax- 
payers incident to the servicing of bondholders out of the U.S. 
Treasury as to assure greater attention from the Congress. 

And it was inevitable that the introduction of this new element 
into mutual security programming would bring a strong reaction 
politically in Bolivia (as well as elsewhere in Latin America), 
for even the shameless servicing of defaulted bonds had touched 
off a bitter protest from the extreme left (including, according 
to the press services, the resignation of the Vice-President al- 
legedly in protest at the vigor of the insistence that the bond- 
holders promptly get their piece of the pie) in Bolivia. And 
the U.S. position would be weakened inevitably by the fact that 
there was some merit in the reaction and the protest. 

By mid-1957, too, the presence in Bolivia on private business 
of former U.S. government officials who had been among the 
strongest supporters of aid to Bolivia and who now inevitably 
stood to profit in negotiations from such assistance to the Boliv- 
ian regime was beginning to disturb certain congressional leaders. 
In early summer of 1957, the Senate Foreign Relations Commit- 
tee devoted a considerable part of one session to questions con- 
cerning the activities of one such ex-government official. The 
answers were sufficiently unsatisfactory to warrant the impression 
that a fuller query would eventually be set up. This concern 
arose after a period in which the Senate Committee had expressed 
worry over the manner in which top officials were being selected 
in the State Department. For instance, in November 1956 the 
Assistant Secretary of State for Congressional Relations told a 
reporter ov the record that the long delay in appointing a new 
Assistant Secretary for Latin American Affairs had been oc- 
casioned in part by Senatorial concern over guis custodiet ipsos 
custodes. One might editorialize that had the Senate taken care 
of the small abuses, the larger ones might never have arisen. 
But one thing was certain, the whole program of foreign aid 
must eventually suffer from the final grasping by the Congress 
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of the fact that the presentations made on the basis of national 
security have failed to meet the minimum standards of honesty 
under democratic government. 

It is obvious that both the Congress and the people today 
lack adequate information on which to base a judgment of the 
Mutual Security program. This is particularly true in the periph- 
eral activity constituted by Latin American programs, since the 
absence of serious interest in Latin America even in the Executive 
branch contributes to even greater negligence—if not something 
worse. It is clear also that the curtain over the facts is largely 
unnecessary despite the State Department's basic conclusion that 
the people are not entitled to know what is going on, except as 
they may be expected to absorb propaganda made available to 
them. Again, it is clear that academic investigation is not likely 
to contribute much in this field, since to the extent that foun- 
dation-financing is necessary, the foundations are generally dedi- 
cated in the foreign field to a line, and a good scholar would 
quickly find himself outside the pale if he brought in conclusions 
far removed from the line being sold by the foundations. 

Under these circumstances, public opinion is likely to be 
formed increasingly from bits of information which escape acci- 
dentally from the barriers-to-knowledge established by the State 
Department. And public opinion is likely to be increasingly 
unfriendly to the program as these bits of information point up 
wrong-doing, misuse of funds, and a breaking down of the 
constitutional relationship between the legislative and executive 
branches of this government. 

By Way of a Postscript. After this article was completed, the 
State Department and the Bolivian Government joined in dis- 
covery of still another method by which the perversion of the 
Mutual Security Act could be furthered. The Department had 
already “taken care of" the gamblers in the defaulted bonds, it 
had helped cover up “bad” loans at the Exim Bank by using the 
U.S. Treasury to bail out the Bank under cover of funds appro- 
priated by the Congress for mutual security, and it was rapidly 
converting the Bolivian aid program into a gigantic protective 
cover for petroleum investments in Bolivia. 
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At this point the Department discovered still another group 
which had not yet gotten its “cut” out of the grab-bag to which 
the Department was rapidly converting the mutual-security pro- 
gram. Commercial creditors were holding Bolivian paper in 
the amount of roughly $32 million. What to do? What to do? 
With the consent, and presumably under the prompting of the 
U. S. Department of State, the Bolivian Government '° announced 
on August 27 that it was offering these creditors a plan under 
which they could receive immediate payment of all debts as of 
June 15 or could choose to take 20% payment on all debts 
due as of the end of 1957, with the remaining debt to be paid 
off at the rate of 20% each in 1958-59-60-61. The Bolivian 
government noted that less than 40% of the outstandings were 
owed to U.S. interests. Where was the money coming from? 


Now, we have seen that the U.S. Treasury was putting up 
the funds with which Bolivia was enabled to meet its so-called 
minimum essential requirements for survival. Any addition to 
the ‘‘minimum”’ requirements by redefinition to include this new 
offer to commercial creditors meant merely that the U.S. Treas- 
ury would be further imposed upon. The offer then was in 
effect an undertaking by the U.S. Treasury to use funds appro- 
priated by the Congress for the Mutual Security Program to 
provide a windfall for commercial creditors who had gone into 
Bolivia with their eyes wide open and who had no legal or 
moral claim whatsoever on the U.S. Trerasury for such retro- 
active insurance. It was bad enough to see businessmen support- 
ing Mutual Security appropriations because of the direct addition 
to their exports which they contemplated from such funds, 


‘® The Bolivian Ambassador in Washington, in announcing the offer, 
said that it was important that the financial community in the United 
States recognize that “the country’s resources are such that its debts are 
small by comparison to its prospective ability to pay.’ Of course, if the 
U.S. Treasury continued to pay off the debt, the debt would become even 
smaller relative to ability to pay. But any wider application of this 
“mutual security” activity was likely dangerously to increase the burden 
of the U.S. debt relative to U.S. ability to pay. 
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regardless of the effect on the national interest, but to provide 
windfalls for creditors who got themselves involved under the 
prospect of profits commensurate with the risk of dealing with 
Bolivia on a credit basis was really over-doing 

Further, simultaneously with the Bolivian offer, the Export- 
Import Bank revealed that it had consented to a deferment of the 
payments on Bolivian loans which it was receiving indirectly 
from the U.S. Treasury. This gave commercial creditors pri- 
ority in the plunder of the U.S. Treasury.’ How far was this 
process to go? Clearly, not only was the Treasury being looted 
unmercifully for special interests having no place in the picture 
as far as the legislative intent of the appropriations was con- 
cerned, but also the very accomplishment of the purpose of the 
appropriations was being slowed by the manner in which the 
funds were being deliberately drained away in this fashion. 

On August 7, the President of Bolivia had reported to the 
Bolivian Congress that external debt had reached $173 million 
even without including the obligation for the properties taken 
from the mining companies, the 2 billion cruzeiros owed to 
the Brazilian government, the $25 million debt under negotia- 
tion with Argentina, the £2.25 million loan incurred for par- 
ticipation in the tin buffer-stock plan, and the obligations under 


'’ The Bank was careful not to let the public know about the decision 
at the time it was made, lest the whole business of using one U. S. agency 
to service the mistakes of another come up for investigation in the Con- 
gress. The Bank was running into a multiplication of difficulties, for 
Haiti also had exhausted its ability to service its Exim Bank debts, and 
the Export-Import Bank was impatiently waiting for the Congress to vote 
enough funds for ‘mutual security’ for Haiti to enable the Bank to tap 
the U.S. Treasury for cover and thus prevent further demonstration of 
weakness in its portfolio. With a fifth of its government-to-government 
project financing essentially in default, the Bank was properly worried 
about its ability indefinitely to deceive the Congress and the public. 
Reporters who might have had the capacity to publicize this situation 
were excluded from briefings at the Bank (itself a questionable pro- 
cedure occasioned by the cow entice of Bank officials) and thus the public 
was kept in the dark. Functioning on the theory that if it selected care- 
fully those reporters who would not ask embarassing questions, the public 
might never learn what was going on, the Bank’s prestige continued high. 
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the $25 million stabilization fund. And it appeared that the 
full commercial indebtedness had not been included in the debts 
covered by the plan offered later in August. Was the U.S. 
Treasury on the way to taking over the rest of the Bolivian 
obligations? Did it wait merely on American lawyers close to 
the Eisenhower Administration being able to arrange with the 
creditors to get in on the gravy? 


BOLIVIAN EXTERNAL DEBT (PartTIAL) 


(millions of dollars) 


To Bondholders .......... i ial rea a $ 61.9 
Mining Corporation debts —...............-...--.-...-. 9.6 
Development Corporation Debts -............. 47.2 
YPFB Debts ........ tac La 4.1 
Mining Bank Debts ..........................- alii a 6.0 
Municipal debts guaranteed -................... sok 0.8 
Misc. government obligations -....................... 1.0 
Treaty debts to adjacent countries ................ 8.0 
Central Bank guaranteed obligations—other 28.0 
Agrarian and Urban Reform debt ................ 1.0 
I aa a eo 6.0 

$173.6 


The President of Bolivia had noted in his message to the 
Congress that the internal debt had reached 238 billion (repeat 
billion) bolivianos, thanks largely to the mining activities. The 
mismanagement of the expropriated properties had weighed 
heavily on Bolivia and continued to be reflected in both reduced 
external earnings and increased external and internal debt. It 
is true that the U.S. Government was already engaged in cov- 
ering the internal budget in very large proportion. Was the 
U.S. Government, under the State Department's systematic plan 
for looting of the U.S. Treasury, on the way to assuming the 
obligation for paying off this internal indebtedness also, in order 














FRAUD IN FOREIGN AID: 87 


perhaps to conceal the wreckage of the mining properties in 
the few short years of government management ? 


INTERNAL DEBT—April 30, 1957 
(billions of bolivianos) 


Internal Loans .................. 51.6 
Current acct. advances ...... 42.8 

Advances to Mining Bank 
and Mining COIR... 144.0 
283.3 


After all, shortly after charging that one of the criteria for 
an effective aid program was being violated by the manner in 
which Bolivian government ministries were supporting labor's 
usurpation of the authority of management, our Embassy in a 
formal ceremony in August had turned over 3.5 billion bolivianos 
as a donation to cover 52% of the budget of the Ministry of 
Labor. Was this a bribe intended to induce the Ministry to 
change its tactics—in which case it was intervention in the inter- 
nal affairs of a Latin American country directly out of line with 
the professions of non-intervention on which rests the good- 
neighbor policy? Or was it a reward for the Ministry's main- 
tenance of conditions that would make it possible for the U. S. 
bureaucracy to continue their jobs and the “program” for a 
generation to come? A prominent Bolivian newspaper reported 
that the Embassy labelled the donation a project “destined to 
reinforce the noble activities of the Bolivian government.” If 
expropriation had by Autumn 1957 achieved the status of a 
“noble” activity in the eyes of the U.S. government, American 
policy was obviously working toward an expansion of expropria- 
tion throughout Latin America, for if there was no other way 
that a Latin American country could qualify for a grant or soft- 
loan program, it would presumably accept the guidance provided 
by the rewards heaped on Bolivia for its expropriation of the 
mining properties. 
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Of course, the Department of State had an answer for this, too. 
It was no longer worried about expropriation because, as Assist- 
ant Secretary of State Holland had told the Senate Foreign 
Relations Committee on May 9, 1956: “‘I believe that the fear 
in the minds of investors has been substantially reduced in some 
nine countries (including Bolivia) by a perfectly practical device 
which is available to all the hemisphere and that is the invest- 
ment guaranty program.” '’ Unfortunately, the issue in expro- 
priation is not whether there is a device by which the burden 
can be unloaded on the United States Government. (And of 
course there are billions of dollars of investment already sunk 
in these countries which are not covered by the guarantees). 
The thinking in Washington leans all too heavily on the notion 
that since foreign-aid has become a permanent appropriation, it 
will always be possible to bribe a country not to expropriate 
by boosting the amount of donations or soft-loans accorded it. 
The investment community is essentially opening up the U.S. 
Treasury to blackmail if it envisages the combination of foreign- 
aid and investment-guarantees as the ultimate combination that 
will assure the security of investments. 

In this connection it is noteworthy that the International 
Cooperation Administration reported on July 24, 1957 that as 
of May 31, 1957 it had $51 million of applications in process 
for investment guarantees in Latin America, of which the largest 
amount was for Bolivia ($18 million). But that unlike Peru 
and Colombia where the applications seek convertibility cover 
but not expropriation cover, all potential investors in Bolivia 
are seeking protection against expropriation. The Bolivian appli- 
cations included a $4 million gold-mining operation, $3.5 million 
for forestry product operations, $1 million for an oil explora- 
tion deal, another $925,000 for petroleum, still another open-end 
petroleum exploration application." 


17 Hearings before the Senate Foreign Relations Committee, ‘The 
Mutual Security Program for 1957,” p. 281. 

18 Hearings before the Senate Appropriations Committee, ‘Mutual 
Security Appropriations for 1958,” p. 184. 
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BOLIVIAN APPLICATIONS IN PROCESS FOR 


INVESTMENT GUARANTEES 
AS OF MAY 31, 1957 


(millions of dollars) 


Convertibility Expropriation 
SE IN ccs tcstiienne $4.0 $4.0 
POROOICUII ..n.cnceencscccccssnessaine 925 825 
Exploration of oil.............. a 1.0 
Motion-picture ..............---- 075 075 
Petroleum exploration ..... Open Open 
Forestry products .............. 3.5 3.5 


There is something almost amusing in the concept of invest- 
ment guarantees by the U.S. Government in Bolivia. For, if 
there were ever to be an expropriation of an insured property, 
the issuance of new guarantees by the ICA in that country would 
presumably cease promptly. How, then, can new guarantees 
be properly issued now, when there already exist expropriated 
properties standing without compensation, in fact, properties for 
which the Bolivian government has even refused to make definite 
arrangements for the just, prompt and effective compensation 
on which the whole U.S. position on foreign investments 
is based ? 


Clearly, a re-examination of the testimony of State Depart- 
ment witnesses before Congressional committees and of the 
purpose for which mutual security appropriations are being used 
in Bolivia had become imperative by Autumn 1957. 


